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In recent issues of THE JOURNAL OF ACCOUNTANCY two ques- 
tions involving important legal and economic considerations are 
discussed with respect to the depreciation, or retirement*, funds and 
reserves of public utilities: first, the necessity for and the proper 
treatment of depreciation funds; and, second, the propriety of 
deducting from fixed capital, for rate-determining purposes, the 
amount in the depreciation reserve. 

Public-utility operators, commissions, engineers and account- 
ants recognize that the need for a depreciation fund depends 
upon the circumstances of each utility. If the saturation point 
has been reached in the development of a territory, if the utility’s 
property is of modern and economical design and is adequately 
maintained, and if the fixed capital is possessed of comparatively 
long service life, business expansion does not call for a large 
investment of funds, from whatever source derived, in additions 
and betterments. Under these conditions the funds retained in 
the business to provide for the replacement of existing property 
after it has worn out or become obsolete or inadequate should 
be placed in a specific depreciation fund. The fund is not 
invested in productive assets used immediately in the public 
service but is held in reserve to maintain the integrity of the 
plant and to meet the demands of future service. The fund 
results from the consumer of today being required to pay the 
cost of the gradual consumption of fixed capital in his service, 
and the loss eventually to be sustained at the retirement of the 
capital must be provided for by prorating this loss over the useful 
life of the structures and equipment. 


* The terms depreciation and retirement are not used synonymously, but the underlying rules 


involved in the questions referred to are applicable to both terms. 
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On the other hand, an expanding industry is constantly in 
need of new funds for enlarging and improving its properties, 
and the treasury is drawn upon for the purpose. From time to 
time, according to the condition of the company and the financial 
market, securities are issued to reimburse the treasury and there- 
by provide for further expansion and betterment of facilities. 
If, perchance, the funds invested in additional property were 
provided out of operations by depreciation expense charges, 
little consideration is given to the fact other than as a budget 
question. But no distinction is made between this cash and other 
cash deposited in the same account. Any accumulation of 
money beyond the needs of current operations, taxes, interest, 
dividends, fixed-capital expenditures and sinking funds is invested 
in securities or in an allied business authorized by the corporate 
charter. The utilities which are today characterized by rapid 
expansion, such as electric-light-and-power and telephone com- 
panies, do not segregate their reserve assets in depreciation or 
retirement funds. An examination of the balance-sheets of such 
utilities as the Commonwealth Edison Company of Chicago, 
the Consolidated Gas, Electric Light and Power Company of 
Baltimore, Brooklyn Edison Company, the Detroit Edison, the 
Philadelphia Electric Company, American Telephone and Tele- 
graph Company, Illinois Bell Telephone and New York Telephone 
Company, reveals that not one of them carries a specific fund for 
replacements. Yet the depreciation policies of several of these 
companies are fundamentally different. 

Since any depreciation fund which a utility might possess is 
not used to render current service and, therefore, is not con- 
tributing to the revenue which the rates for service yield, such 
fund is not to be included in the rate base. It logically follows 
that any income derived from such a fund is from a non-operating 
source and has no bearing on the reasonableness of the charges 
for the service which the company provides. 

A suggestion that any benefit from the employment of depre- 
ciation funds is to be divided between the utility and the public 
is insupportable as a matter of law and impracticable as a matter 
of accounting and finance. Such a plan would necessitate careful 
earmarking of the particular assets in the fund; tracing the assets 
to investment in fixed capital and in various securities; a measure- 
ment of the income from,each form of investment, and, what is more 
difficult, the determination of a basis for the division of the benefit. 
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The problem in relation to depreciation is not the disposal of 
the funds retained through depreciation charges, provided there 
is no impairment of service or dissipation of assets, but the pro- 
priety of deducting the depreciation reserve from the cost of 
property used in public service when a basis of reasonable rates is 
being decided.* An understanding of the question must be 
predicated upon certain principles of law. Two words of far 
different meaning, cost and value, are frequently confused. A 
utility is entitled to earn a fair return on the fair value of its prop- 
erty used and useful in the public service at the time the inquiry 
concerning rates arises. Either original cost or reproduction 
cost may be a more equitable and expedient basis for measuring 
the reasonableness of earnings, but neither in itself is the criterion 
of fair value. Cost, either original or reproduction, enters only 
as an index of value. In the absence of material fluctuations in 
prices subsequent to a finding of value, many commissions arrive 
at the rate base at a later time by adding to value previously 
determined the actual cost of net additions, less, in some cases, 
any increase in the depreciation, or retirement, reserve and cer- 
tain other items. 

Aside from the rights established by mortgages, the capital of 
a utility is its private property regardless of the source of the 
funds used to finance the property. This is true whether the 
funds are derived from stock and bond issues, from short-term 
loans, from depreciation expense charges, or from profits. 

Carl H. Nau, in his memorandum on “Treatment of replace- 
ment reserve funds,”’ f says: 

“However much contention there may be about the question of whether 
or not depreciation should be deducted from the cost (or value of the 
property at the date when a utility is brought under public regulation) 
I have not yet heard any one suggest that future depreciation reserves s. 
be deducted from such cost (or value of the property) after the utility has been 
brought under public regulation. The whole controversy seems to have 
raged around the starting point, but there would not seem to be any ques- 
tion about the values upon which a utility is entitled to a return after the 
time when all additions to the property have been brought under the 
control of regulatory commissions. These values would be the fair value 
determined at the time the utility was brought under regulation plus the 
cost of such subsequent extensions and betterments as are financed by the sale 
of new securities.’ (Italics mine.) 

It would appear that if increments in the depreciation reserve 
after the utility is brought under public regulation are not to be 
* As there is no discussion of the amount of the depreciation expense charge or the deprecia- 


tion rule, these subjects are not considered in this et 
t Tue JourNAL oF AccouNTANCY, December, 1926, p. 419. 


243 


The Journal of Accountancy 


deducted from the cost of property, then the value at any time 
could not be limited to “fair value determined at the time the 
utility was brought under regulation plus the cost of subsequent 
extensions and betterments as are financed by the sale of new 
securities.’’ This suggests, also, that when an inquiry involving 
a determination of fair value arises a value is placed upon the 
property in use at the inception of regulation and that an addition 
is made for the cost of property installed from that date to the 
time of the inquiry but limited to the additions financed by 
security issues. This procedure is in conflict with the opinions of 
courts. Unless there has been no change in the price level, value 
can not be ascertained by dividing the property into two classes 
—that at the beginning of regulation and that acquired since— 
and applying value to one and cost to the other. When we con- 
sider the time which has in many cases elapsed from the date at 
which a state regulatory law became effective to the date when a 
certain utility property was valued, and the change in prices 
during the interim, the legal and economic fallacy becomes 
obvious.* Further, if the additions and betterments are limited 
to those financed by the sale of new securities, then, contrary to 
the fourth point advanced by Mr. Nau, the public has an interest 
in the depreciation reserve fund more comprehensive than the 


size and availability of the fund. Mr. Nau says: 


“If the utility obtains an income from the established rates for service, 
neither more nor less than an amount which will reimburse it for all oper- 
ating expenses including current maintenance, taxes and depreciation, 
plus the agreed-upon fair return on the investment in its property (which 
includes not only the fixed property but all property used in rendering 
the service), then the only interest which the public has in the depreciation 
or replacement reserve funds is that such funds be neither more nor less 
than necessary to replace all property at the proper time and that they be 
~ when needed so that the public service will not suffer.” (Italics 
mine. 


If the rate base is limited to property financed by security issues, 
there would be excluded fixed capital resulting from a reinvest- 
ment of depreciation funds, and also property financed out of 
earnings. 

In Mr. Nau’s fifth point he appears to argue against the first 


sentence of the first quotation from his paper: 


“Moreover, we must always keep in mind that the utility is at all times 
entitled to a return on the value of the pole and not on the sum of the 
value of the pole and the amount which it has received from the con- 
sumer for the retirement or replacement of the pole.” 


*The writer is an advocate of the prudent investment theory but recognizes the legal impedi- 
ments and the impossibility of mixing value and cost inthis way. His views have been set forth 
in an article, ‘‘ Valuation of public utilities for rate purposes,’ published in the March, 1926, 
iseue of the American Economic Review. 244 
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Does value refer to original cost less the amount accrued in the 
depreciation reserve or to the original cost? Assume that the 
cost of property (no change in prices evidenced) is $10,000, that 
the amount in the depreciation reserve for this property is $5,000, 
and that the reserve is supported by a depreciation fund of 
$5,000. Is the rate base $5,000 ($10,000 less $5,000 depreciation 
reserve), or is it $10,000, the original cost? Utilities might con- 
tend that the reserve is not a fair measure of the accrued depre- 
ciation, but so far as the writer knows they do not attempt to 
place the depreciation fund in the rate base unless the fund has 
been invested in utility property. In the latter event there are 
two ‘‘poles”’ contributing to the operating revenue instead of 
one. Utilities do not ask for a return on the original cost (no 
change in prices) of $10,000 and in addition a return, through 
rates for service, on a depreciation fund when not invested in 
property used in public service. They are generally satisfied to 
be allowed to retain the benefit of any interest received from 
securities held in the fund. The significant problem is whether 
or not the reserve is to be deducted from fixed capital. 

In a decision growing out of an investigation of the rates and 
affairs of the Consolidated Gas, Electric Light and Power Com- 
pany of Baltimore, a combined gas and electric utility with over 
$100,000,000 of property, the public-service commission of 
Maryland, on November 10, 1926, specifically stipulated that the 
value of the company’s property in 1926 was the value placed 
upon the properties by the commission in 1924, plus the cost of 
net additions since December 31, 1923, and less the increase in the 
depreciation reserve during the same period. The commission 
did not undertake to justify this procedure by argument or to sup- 
port it by legal precedent, but it may be noted with respect to 
one feature of the method that no evidence was introduced to show 
any change in prices paid for labor and material. Other cases have 
been reported in which commissions and courts have followed this 
method, and still others in which it has been expressly repudiated. 

Two lines of reasoning may be followed in support of deducting 
the depreciation reserve from the original cost of the property, or 
of deducting an increase in the reserve from a value placed upon 
the properties plus the net additions to fixed capital since the date 
of the valuation, assuming no marked change in the price level.* 


* 
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The first defense is an assumption, to be justified by fact, that 
the sum accumulated in the depreciation reserve is a measure of 
accrued depreciation, because the properties in service on 
December 31, 1923, and not retired at the time of the 1926 
decision, and the properties installed subsequent to December 
31, 1923, had declined in value due to wear and tear, obsoles- 
cence and inadequacy, to the extent of any increase in the depre- 
ciation, or retirement, reserve. 

This argument may be sound in theory but perhaps difficult 
to demonstrate in fact due to the possible absence of visible evi- 
dence of any deterioration in the fixed capital. Nevertheless, it 
is a matter of every-day observation, demonstrated by the actual 
retirements of property, that all structures and equipment are 
“‘on an irresistible march to the junk heap,” as Professor Henry 
Rand Hatfield expressed it years ago. The march might be 
slow for some assets and rapid for others, but soon or 
late the decrepitudes of old age become discernible or the 
ineptitudes of archaic design are manifested and the unit is 
retired. This process might have been evolving gradually or it 
might have been taking place in irregular steps, but it seldom 
happens in a day. Whatever the cause, the method or the time 
required, the property must be replaced, and prudence demands 
that provision be made either for the replacement or for keeping 
intact the capital invested. This is accomplished by charging 
those who received the service of the property with the loss 
actually sustained when the property is retired. This, in turn, 
requires that the loss be prorated over the estimated useful life 
of the asset. It follows that even though there is no visible 
manifestation of the decline in value, the common experience of 
public utilities and other industries may be accepted by public- 
service commissions and courts, and the amount in the reserve or 
the increase in that account taken as the measure of depreciation. 

The question might arise, ‘‘What would be done if the depre- 
ciation reserve decreases rather than increases?’’ If the decline 
is due to a betterment of properties, it may be added to value. 
On the other hand, if inadequate charges are made for deprecia- 
tion, the commission may take cognizance of the fact and make 
a deduction for depreciation but concurrently adjust operating 
expense charges for the purpose. 

By consideration of an elementary condition, another reason 
may be found for deducting the depreciation reserve. Let it be 
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assumed that a utility is organized with 5 units of property, each 
costing $15,000, or a total cost of $75,000. Let it be assumed, 
further, that the estimated life of these units is 15 years. On the 
basis of the straight-line theory of depreciation, there would be 
charged as an operating expense each year, and credited to the 
depreciation reserve, the sum of $5,000. At this rate, the charge 
for depreciation would finance every 3 years the installation of an 
additional unit and at the end of each three-year period the pro- 
ductive capacity of the plant could be increased 20 per cent. with, 
presumably, a corresponding increase in net income. At the 
end of 12 years, the plant could be increased by a total of 4 units, 
or an 80 per cent. increase in capacity and an addition of $60,000 
to fixed capital. The net income, before interest and dividends, 
would increase in substantially the same ratio. Now, if in addi- 
tion to the operating expenses, including taxes and depreciation, 
the utility is allowed to earn a return of 7 per cent. on the entire 
$135,000, the earnings would be $4,200, or 80 per cent. more than 
those enjoyed prior to the reinvestment of depreciation funds, 
and this increase would be an addition to the proprietary equity. 

At the expiration of 15 years, when the 5 original units must be 
retired, the business would have to obtain from security issues 
$75,000 of additional funds to maintain output, assuming no 
change in cost or design and assuming that during the 15 years 
the depreciation funds were periodically invested in additional 
units. The first units would be retired, fixed capital would be 
credited with $75,000, the depreciation reserve charged with the 
same amount (ignoring salvage and cost of removal), and after 
the new units were installed the fixed-capital account would show 
a balance of $150,000 offset by an equal sum in stocks and bonds, 
provided that original bonds, if any, were not retired.* During 
the 16th year, a 7 per cent. return of $10,500 on the $150,000 
would be less advantageous to the utility than the same percent- 
age when only $75,000 in securities were outstanding but when 
the earnings amounted to 7 per cent. on $135,000, as during the 
last 3 years of the 15-year period. At that time the income would 
have been $9,450, or 12.6 per cent. on the original investment of 
$75,000. After the close of the first 15 years and the replacement 
of the first 5 units, a new cycle would be started with a decline in 
earnings in relation to securities. 


* If bonds were retired thro a sinking fund, the surplus would show a corre- 


ite 
sponding increase. The only , therefore, would be tn the form of equity. 
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It might be argued that in order to preserve the equities of the 
consumer and to maintain a fairly constant relationship between 
the rate base, securities and earnings, it becomes necessary to 
deduct the depreciation reserve from the cost of the property. 
By this plan there would be avoided the acceleration of income up 
to a certain point and then a comparative recession. The effect 
is to base the return on property financed by security issues and 
profits, and to hold, in substance, that the funds resulting from the 
depreciation expense charge are not the property of the utility 
but are held in trust for the benefit of the public. 

From a somewhat different angle, it might be contended that 
the public has provided the funds for increasing the plant 80 
per cent. and that it would be an imposition to require the utility 
patron to pay a return on what he has contributed. As a matter 
of equity this argument carries force, but nevertheless it is based 
upon the theory that the assets retained in the business by the 
depreciation charge are held in trust for the public. 

After carefully considering the propriety of deducting the de- 
preciation reserve from fixed capital, we must revert to the 
definitely established principle of law that a utility is entitled to a 
fair return on the fair value of its property used and useful in the 
public service. There must be included all the property and not 
a limited part of it. Unless the reserve is accepted as the meas- 
ure of accrued depreciation there can be no support in law or logic 
for a deduction. 

We must recognize the dangers of public regulation which at- 
tempts inexorably to apply general rules which have been formu- 
lated with respect to an abstract situation. Commissions are 
not dealing with abstractions but are called upon to regulate 
according to the specific conditions of each case, and in doing so 
they must be allowed administrative discretion so that the inter- 
ests and rights of the various parties may not be violated. A rule 
must fit the facts. This frequently demands a modification of 
the rule to meet peculiar conditions. Accountants can render an 
invaluable service in public-utility cases by pointing out and ex- 
plaining the particular facts which bear upon the application of 
the rule. 
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CoMMENTs BY CARL H. Nau 


The editor of THE JouRNAL oF ACCOUNTANCY submitted for 
my comment the foregoing paper by John H. Bickley in which 
he comments, inter alia, upon certain statements contained in 
the memorandum on “Treatment of replacement reserve funds”’, 
printed in THE JOURNAL of December, 1926. 

In order to clear this discussion of certain misunderstandings 
or failures of minds to meet, it may be well to seek some common 
premise. The search for this starting point naturally leads to a 
consideration of the purpose of public regulation of utilities. 

I believe that, broadly stated, the only justification for this 
regulation is the preservation of the equities between the utility 
and the consumer. Regulatory bodies have, therefore, generally 
attempted to fix the rates for service at a point where the public 
will pay such sum to the utility that the net income of the utility 
will represent a fair return upon the investment which it has 
made for the purpose of serving the public. 

It was equity which dictated the use of ‘‘the fair value of the 
property of a utility at the time the inquiry concerning rates 
first arises”’ as the rate base, and in the end any attempt to inter- 
pret the laws so narrowly as to divest regulation of its real purpose 
will result either in the enactment into law of provisions intended 
to restore public control to its proper estate or in killing the goose 
that lays the golden egg. 

Therefore, in approaching further discussion of the ‘“‘ Treatment 
of replacement reserve funds” let us consider “‘law”’ and ‘‘equity”’ 
as synonymous terms when and as applied to this question of 
regulation. The writer also wishes it to be understood that when 
he speaks of a utility having been “brought under regulation,” 
he does not have in mind the mere enactment of the regulatory 
law, but rather the actual determination of the rate base and rate 
for the utility in question by the properly constituted regulatory 
body. I made a distinction in the life of the utility between the 
time when it operated unregulated and uncontrolled, charged 
all that the “traffic would bear” and took all of the gamble for 
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either loss or unconscionable profit, and the time when the regu- 
latory body initially determined the rate base. After this time 
the accounts, which have been prescribed, automatically ac- 
cumulate the cost of all additions to the property which, of 
necessity, would ultimately be reflected in authorized additional 
securities, either capital stock or bonds. If regulation is effective 
and the return on the investment is a fair one, there will be no 
ultimate increase in surplus out of which to finance additions to 
property. 

By regulation of utilities the public has sought to secure to 
itself the benefits which arise from monopoly in public service 
without assuming the burdens which generally attend such 
monopoly. In return it should obligate itself to insure the sta- 
bility of investments in property devoted to its service. If this 
be sound, no one could argue that a regulated utility, having been 
authorized to sell its securities and invest the proceeds in equip- 
ment at peak prices should at a subsequent time be forced to 
accept a return on this same equipment computed at normal 
prices, simply because the market had declined in the meantime. 
The converse applies equally well. Simply because of an upward 
turn of the market the utility should not be permitted to seek a 
revision of a value once determined. If the precedents be not in 
accord with this doctrine, they will have to be reversed or the 
machinery of equitable regulation will break down. 

In order that my contentions may be entirely clear I have 
deliberately assumed the risk of being criticized for injecting an 
academic tone into this discussion, and, before passing to the 
remarks directly concerning the paper of Mr. Bickley, I wish to 
state it is my assumption that the only justification for a deprecia- 
tion allowance is the fact that the gradual wasting of assets would 
otherwise result in a loss of value. I also wish to register the 
assumption that the value determined at the time of regulation 
is “fair” value, since the acts of regulatory bodies are not final 
and the parties to the inquiry have recourse to the courts. 

In discussing Mr. Bickley’s paper, I believe that every point 
which is relevant can be brought out by commenting upon the 
example of a utility having five units of property, each costing 
$15,000. 

The rate for service would, of course, have been so fixed that 
the utility could earn a fair return on $75,000 which, at the rate 
of return assumed by Mr. Bickley, would be $5,250 per annum. 
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At the end of the third year the accumulated reserve for deprecia- 
tion would be $15,000 (under the scheme presented, the fund 
would also be $15,000, whether in cash, or invested in securities 
or additions to property), but during the three years there would 
have been a loss in value in the original units of $15,000 so that 
after investing in a new unit the fair value would still be $75,000— 
represented by $60,000 remaining value in the five units and 
$15,000 in the new unit. (If the fund had been used in defraying 
the cost of the new unit it would be represented on the books by 
the contra credit to the account ‘‘ Borrowings from deferred 
upkeep fund”’.) 

It may be well at this point to consider the reasons for purchas- 
ing the new unit. If it were purchased to keep the plant up to 
its original capacity and efficiency without any increase in output, 
then the analysis above is complete. However, if there were an 
increased demand which necessitated the installation of the 
additional unit, the utility would have a right to provide such 
additional capacity out of the proceeds of new securities, and the 
investment (or value of the plant) for rate-making purposes 
would be $90,000, consisting of $60,000 remaining value of the 
original units, $15,000 depreciation fund, and $15,000 of property 
financed by the sale of new securities. 

One difficulty which is always met in the discussion of any 
phase of depreciation is the complexity of the subject. This 
practically causes us to lose sight of the fundamentals and to 
reason in terms of derivatives. 

Let us consider a utility which has been under regulation from 
the beginning and we shall probably agree that such utility is 
entitled to a fair return upon the money, or money’s worth, which 
it has been authorized to invest in the service which it renders. 
Depreciation is invariably taken into consideration as an element 
of cost in determining the rate for service which is necessary to 
yield fair return. 

In the case of a utility which has a franchise for a fixed term 
and which will cease operation at a definite time, the depreciation 
allowance must be such that during its period the utility will 
have had a fair return on its investment and, when it ceases 
operation, will be in a position to retire its securities at par. 

In the case of a utility having a grant which, in effect, will 
permit it to operate in perpetuity, the depreciation allowance 
must be such that the utility will be able to keep its property in 
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condition to earn its fair return and will be called upon to make 
investment from the proceeds of new securities for only such 
additions to property as are made necessary by increased demand 
for service. 

After complete consideration of Mr. Bickley’s paper, I am more 
than ever convinced that the values upon which a utility is 
entitled to a return are “the fair value determined at the time 
the utility was brought under regulation plus the cost of such 
subsequent extensions and betterments as are financed by the 
sale of new securities” and that ‘‘the only interest which the 
public has in the depreciation or replacement reserve funds is 
that such funds be neither more nor less than necessary to replace 
all property at the proper time and that they be available when 
needed so that the public service will not suffer.” 
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The Accountant's Certificate in Connection 
with the Accountant’s Responsibility* 


By WILLIAM PLENDER 


The subject upon which I have been asked to address you at 
this conference is comprehensive in scope and character. The 
duties undertaken by the professional accountant in Great Britain 
today cover a wide field and are of varied nature, but it is true to 
say that to a very considerable extent the result of theaccountant’s 
work is embodied, and finds its expression, in the form of a 
report or certificate. Indeed, if any evidence were required of the 
extent to which the investing public and business community 
associate the accountant’s duties with his report or certificate, it 
is to be found in the frequent use and acceptance of the phrase 
“the accountant’s certificate,” as indicating the bona fides of 
figures which the accountant has reported upon or certified, or 
in respect of which his investigation and confirmation are desired. 

A clear conception by accountants of their duties and re- 
sponsibilities in connection with certificates issued by them is 
thus of vital importance. An exhaustive treatise dealing with 
the matter in all its aspects would occupy much more time than 
has been allotted to me and occupy more space in your transac- 
tions than can be spared; neither do I imagine you would wish me 
to enter upon a detailed dissertation on the many and varied 
circumstances leading up to the issue of certificates. I therefore 
propose, in my remarks, to deal with the subject broadly and in 
general outline, in such a manner as to indicate the fundamental 
principles which every accountant should bear in mind, when 
called upon in the exercise of his professional duties to prepare 
and attach his signature to a certificate. 

In Great Britain the profession of an accountant is not exer- 
cisable under any legal enactment, and the accountant has, there- 
fore, no legal status in the same way as a lawyer. So far as I 
know, no country has accorded the profession legislative sanction 
as such. The practice of the profession of an accountant by 
members of recognized bodies with disciplinary powers has, how- 
ever, long been accepted and regarded in Great Britain by the 
courts and the business community as one of high standing and 


*A paper read before the International Accountants’ Congress, Amsterdam, 1926. 
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responsibility. Neither do the duties or responsibilities of ac- 
countants as such form the subject of any act of parliament. It 
has, however, become necessary from time to time for the courts 
to consider the question of the duties and responsibilities of 
accountants, and the judgments given in cases which have been 
adjudicated upon are available as a source of information and 
guidance. But whilst the accountant must have regard, for his 
own protection, to the legal aspect of his dutiesand responsibilities, 
no such limitation should be permitted to lessen the duty pre- 
scribed by a code of professional honor which he owes not only 
to his client but to the public, to the profession and to his own 
reputation. And perhaps in no other circumstances is a due 
sense of this moral duty and responsibility required in such high 
degree as when the accountant is engaged in framing a certificate. 
Having thus briefly defined the sense in which I speak of the 
accountant, it is necessary to consider the various forms of cer- 
tificates which accountants are called upon to give. Broadly, 
these certificates may be said to fall under two heads, namely: 


(a) Those given in accordance with statutory requirements; and 
(b) Other certificates. 


The former in the main comprise certificates or reports by 
accountants as auditors of public and other companies. Amongst 
the latter may be cited those given in connection with: 


(1) Raising share and debenture capital by means of a pro- 
spectus or otherwise. 

(2) Absorption or amalgamation of companies or firms. 

(3) Trade agreements between groups of companies for sharing 
profits or losses upon a specified basis. 

(4) Determination of profits available for defined purposes, 
such as sums payable to different classes of share or 
debenture holders; management commission; profit- 
sharing schemes, etc. 

(5) Expenditure upon contracts. 

(6) ‘Fair value’’ of shares under terms of articles of association 
and valuation of shares for purpose of assessment to 
death duties. 

(7) Ascertainment of relative shares of capital and labor in 
profits of an industry under joint agreement. 


The instances I have noted by way of example, whilst including 
some of the more important circumstances in which certificates are 
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frequently given, are by nomeans exhaustive. Other illustrations 
could be furnished, but it seems unnecessary for my present 
purpose to add to the list. 

Whilst the same standard of duty and conduct should be ob- 
served, and the highest degree of proficiency exercised in the 
preparation of all certificates, the measure of the accountant’s 
responsibility varies considerably and is dependent upon a com- 
bination of factors and circumstances. As exemplifying cases, 
to which the heaviest responsibility attaches, I propose in this 
paper to consider and deal with two classes of certificates well 
known to the general public in Great Britain, namely, certificates 
given by the accountant qua auditor in fulfilment of statutory 
requirements under the companies (consolidation) act, 1908, and 
certificates appearing in prospectuses inviting public subscription 
to issues of share and debenture capital. And as both these 
certificates have relation to the affairs of joint-stock companies, 
it may not be inappropriate at this stage if I refer briefly to the 
radical change which has taken place during the last 50 years in 
the financial structure of industry. 

This transformation is chiefly apparent in the aggregation 
and transference of immense amounts of capital from the hands 
of individuals to joint-stock undertakings administered under 
boards of directors. The following figures extracted from the 
last published return of the British board of trade, dealing with 
the affairs of limited liability companies in Great Britain, show 
the rapid development and expansion of joint-stock enterprise: 


Year Number of limited Total paid-up share capital 
liability companies 
8,924 £482,000,000 
18,607 £1,037,000,000 
38,317 £1,912,000,000 
90,918 £4,356,000,000 


The figures quoted are exclusive of capital—running into 
many hundreds of millions of pounds—embarked in what are 
known as parliamentary or statutory companies incorporated 
under special acts of parliament, mainly of a public-utility char- 
acter such as railways, canals, and gas and water undertakings. 
No official statistics are available of the aggregate amount of 
debenture capital raised and employed by joint-stock companies 
or of the accumulations of undistributed profits retained as free 
reserves or otherwise, but the combined amount thereof must be 
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very considerable. And apart from permanent share capital, 
free reserves and debenture capital—either irredeemable or of 
fixed maturity—financial obligations to creditors are contracted 
in the ordinary course of trade in respect of which vast sums are 
owing at any given date. These facts sufficiently indicate the 
importance of the financial interests of shareholders and creditors 
and the responsibilities involved in the administration of joint- 
stock enterprises. The part played by the accountant in the 
capacity of auditor and expert financial advisor has materially 
contributed to the growth and present standing of the profession 
as carried on today in Great Britain, and the position the ac- 
countant has thus attained in the public confidence, whilst en- 
hancing his authority, has also widened his responsibilities. 

Compulsory audit of the accounts of limited companies—other 
than banks—was not imposed by the legislature until the year 
1900, but the appointment of auditors under a company’s own 
regulations (articles of association) was customary and regarded 
as an essential safeguard by the majority of reputable public 
companies before that date. The statutory obligation requiring 
the appointment of auditors in the case of all registered companies 
was first contained in the companies act, 1900, and the duties of 
the auditor were therein laid down in the following terms: 


Every auditor of a company shall have a right of access at all times to 
the books and accounts, and vouchers of the company, and shall be entitled 
to require from the directors and officers of the company such information 
and explanation as may be necessary for the performance of the duties of 
the auditors; and the auditors shall sign a certificate at the foot of the 
balance-sheet, stating whether or not all their requirements as auditors 
have been complied with, and shall make a report to the shareholders on 
the accounts examined by them, and on every balance-sheet laid before the 
comeney in general meeting during their tenure of office, and in every such 
report shall state whether in their opinion the balance-sheet referred to in 
the report is peony drawn up so as to exhibit a true and correct view of 
the state of the company’s affairs as shown by the books of the company, 
and such report shall be read before the company in general meeting. 


In practice the certificate and report of the auditor became 
merged and, subject to reservations and enlargements as circum- 
stances required or justified, usually appeared as one document 
at the foot of the balance-sheet in the following general terms: 


‘In accordance with the provisions of the companies act, 1900, I certify 
that all my requirements as auditor have been complied with, and I report 
to the shareholders that I have audited the books of the company, and in 
my opinion the balance-sheet ie property drawn up so as to exhibit a true 
and correct view of the state of the company’s affairs as shown by the 
books of the company.” 
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The distinction between the auditor’s ‘‘certificate’’ and 
“report’’ thus became more apparent than real; and although in 
the section of the companies (consolidation) act, 1908, which now 
governs the duties of auditors the word ‘“‘certificate”’ has entirely 
disappeared and the auditor’s report alone is mentioned, the 
habit previously acquired of referring to the auditor's certificate 
still largely obtains. 

The statutory rights and duties of auditors of limited com- 
panies are now embodied in the companies (consolidation) act, 
1908—an act, as its title implies, consolidating and codifying 
previous legislation—as under: 


113. (1) Every auditor of a company shall have a right of access at all 
times to the books and accounts and vouchers of the company, and shall be 
entitled to — from the directors and officers of the company such in- 
formation and explanation as may be necessary for the performance of the 
duties of the auditors. 
(2) The auditors shall make a ay to the shareholders on the accounts 
examined by them, and on every balance-sheet laid before the company 
in general meeting during their tenure of office, and the report shall state— 
(a) whether or not they have obtained all the information and explana- 
tions they have required; and 

(b) whether, in their opinion, the balance-sheet referred to in the report is 
properly drawn up so as to exhibit a true and correct view of the 
state of the company’s affairs according to the best of their infor- 
mation and the explanations given to them, and as shown by the 
books of the company. 

(3) . . . the auditor’s report shall be attached to the balance-sheet, or 
there shall be inserted at the foot of the balance-sheet a reference to the 
report, and the report shall be read before the company in general meeting, 
and shall be open to inspection by any shareholder. 


It is the exception, rather than the rule, for the auditor’s 
report to constitute a separate document apart from that ap- 
pended to the balance-sheet, and the form in which the report 
is most frequently framed follows closely the wording of the act. 
When the auditor is satisfied as a result of his examination that 
there are no exceptional or special circumstances to which the 
attention of the shareholders need be directed, he gives an un- 
qualified report usually in the following terms: 


“‘T have audited the above balance-sheet and have obtained all the in- 
formation and explanations I have required, In my opinion such balance- 
sheet is properly drawn up so as to exhibit a true and correct view of the 
state of the company’s affairs according to the best of my information and 
the explanations given to me and as shown by the books of the company.” 

No attempt has been made in the act—nor, indeed, would it 
be possible in the varying circumstances and conditions under 
which business is carried on—to define even in general terms 
the extent or limits of the auditor’s duty. The legislature has 
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placed at the disposal of the auditor simple and adequate means 
of inquiry to supplement the direct evidence afforded by the 
books and accounts and has not restricted in any way the scope 
of his report. It is thus left to the auditor himself, with his 
professional training and experience, to determine both the 
extent of his examination and the nature of his report by refer- 
ence to the necessities of each particular case. The general prin- 
ciples which, according to legal interpretation, the auditor should 
bear in mind and follow, have been enumerated with great dis- 
tinctness by the British courts in three well known and familiar 
cases in which auditors were accused of neglect in the perform- 
ance of their duties, and the judgments delivered may be sum- 
marized thus: 

(a) An auditor is guilty of misfeasance (that is, breach of duty) 
who, when dissatisfied with the accounts of a company, does not 
plainly draw attention to the grounds for his dissatisfaction in 
his report (the case of the London and General Bank, Lid.). 

(b) An auditor is not guilty of breach of duty who, in the 
absence of suspicious circumstances, relies upon statements made 
by trusted officers of a company (the case of the Kingston Cotton 
Mills Co., Lid.). 

(c) An auditor is liable if falsification in the accounts of a com- 
pany might have been discovered by the exercise of reasonable 
care and skill (the case of the Irish Woollen Co., Lid. v. Tyson 
and others.) 

Widely as individual circumstances may differ in practice, the 
measure of the auditor’s legal responsibility in connection with 
his certificate may be said to rest upon the practical interpreta- 
tion of these three decisions. I therefore propose to examine the 
principles applied by the court in determining whether an auditor 
has properly fulfilled his statutory duties. 

The development of the office of auditor is a natural corollary 
to the expansion of joint-stock enterprise, and although he is 
appointed by and reports to the shareholders as a body, the 
nature and object of the office involve in special degree a duty 
to the shareholders concerned solely as investors as distinct from 
shareholders engaged in the management and direction, i. e., 
directors. This distinction has been recognized judicially in the 
following words: 


“Possibly he” (the auditor) “did not realize the extent of his duty to the 
Iders, as distinguished from the directors, and he unfortunately 
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consented to leave the chairman to explain the true state of the company 
to the shareholders instead of doing so himself. . . . It is impossible to 
read . . . the companies act . . . without being struck with the impor- 
tance of the enactment that the auditors are to be appointed by the share- 
holders, and are to report to them directly, and not to or through the 
directors. The object of this enactment is obvious. It evidently is ~ 
secure to the shareholders independent and reliable information res 
the true financial position of the company at the time of the audit.” (Re 
London and General Bank, Lid.) 


The object of the audit is thus defined in judicial language, 
and the view expressed may be regarded as an adequate and 
clear interpretation of the intention underlying the statutory re- 
quirements. These requirements involve two essential and 
interdependent assumptions. First the exercise of independent 
judgment as conveyed by the words “in my opinion,” and, 
secondly, the possession of a high degree of professional skill 
and ability in ascertaining the facts justifying the opinion ex- 
pressed that the balance-sheet is properly drawn up so as to 
exhibit a true and correct view of the state of the company’s 
affairs according to the best of the information and explanations 
given to the auditor and as shown by the books of the company. 
As will be seen hereafter, the protection afforded to the auditor 
by the use of the phrases ‘in my opinion” and “according to 
the best of my information and the explanations given to me and 
as shown by the books of the company,” is dependent upon his 
own professional efficiency and the extent of his examination 
and inquiries. Nor would it be in the best interests of the pro- 
fession to avoid responsibility—either legal or moral—by attach- 
ing a too literal meaning to the words I have quoted. 

As exemplifying the scope and limits in law of the auditor’s 
duties and responsibilities, the judges have laid down the follow- 
ing dicta, which for convenience I have arranged under four 
headings: 


(1) The general nature of the auditor’s duties. 

(2) The scope of the auditor’s investigation and inquiries. 
(3) Limitations of the auditor’s responsibilities. 

(4) Considerations affecting the auditor’s report. 


I am led to give in some detail the views of British judges 
which bear on an auditor’s duties and responsibilities as my 
audience here may not be so familiar with them as would be the 
case with an audience exclusively British. But their value is to 
no small extent international. 


259 


The Journal of Accountancy 


(1) THE GENERAL NATURE OF THE AUDITOR'S DUTIES 


“His business is to ascertain and state the true financial position of the 
company at the time of the audit, and his duty is confined to that. But 
then comes the question, How is he to ascertain that position? The 
answer is, By examining the books of the company. But he does not dis- 
charge his yn by doing this without inquiry and without taking any 
trouble to see that the books of the company themselves show the com- 
pany’s true position. He must take reasonable care to ascertain that they 
do. Unless he does this his audit would be worse than an idle farce. . . . 
His first duty is to examine the books not merely for the purpose of ascer- 
pry what they do show but also for the purpose of satisfying himself 
that they show the true financial position of the company.” London 
and General Bank, Ltd.) 

“The words ‘as shown by the books of the company’ seem to me to be 
introduced to relieve the auditors from any responsibility as to the affairs 
of the company kept out of the books and concealed from them but not to 
confine it to a mere statement of the correspondence of the balance-sheet 
with the entries in the books.’’ (Re London and General Bank, Lid.) 

“‘ Auditors of a limited company are bound to know or make themselves 
acquainted with their duties under the articles of the company whose ac- 
counts they are appointed to audit and under the companies acts for the 
time being in force.” (Re Republic of Bolivia Exploration Syndicate, Ltd.) 

“That it is the duty of a company’s auditor ir general to satisfy himself 
that the securities of the company in fact exist and are in safe custody, 
can not, I think, begainsaid.... Anauditoris not, in my judgment, ever 
justified in omitting to make personal inspection of securities that are in 
the custody of a person or sone with whom it is not proper that they 
should be left. . . . The duty of the auditor is to verify the facts which it 
is proposed to state in the balance-sheet, and in doing so to use reasonable 
and ordinary skill.” (Re City Equitable Fire Insurance Co., Ltd.) 


(2) THE SCOPE OF THE AUDITOR'S INVESTIGATION AND INQUIRIES 


‘An auditor, however, is not bound to do more than exercise reasonable 
care and skill in making inquiries and investigations. ... What is 
reasonable care in any particular case must depend upon the circumstances 
of that case. Where there is nothing to excite suspicion very little in- 
quiry will be ae sufficient ; and in practice I Detlev business men 
select a few cases haphazard, see that they are right, and assume that 
others like them are correct also. When suspicion is aroused more care is 
obviously necessary; but still, an auditor is not bound to exercise more than 
reasonable care and skill even in a case of suspicion.’’ (Re London and 
General Bank, Lid 

“‘An auditor is not bound to be a detective or . . . to approach his 
work with suspicion or with a foregone conclusion that there is something 
wrong. He is a watch-dog but not a bloodhound. He is justified in be- 
lieving tried servants of the company in whom confidence is bp by the 
company. He is entitled to assume that they are honest and to rely upon 
their representations provided he takes reasonable care. If there is any- 
thing calculated to excite suspicion he should probe it to the bottom, but in 
the absence of — of that kind he is only bound to be reasonably 
cautious and careful. e duties of auditors must not be rendered too 
onerous. Their work is responsible and laborious and the remuneration 
moderate.”” (Re Kingston Cotton Mill Co., Lid.) 

“The duty of an auditor is verification and not detection . . . it is for 
the auditor to use his discretion and his judgment and his discrimination as 
to whom he shall trust; indeed, that is the right way to put a greater re- 

nsibility on the auditors. .. . I throw a burden upon him in respect 
which the test of common sense and business habits can be applied 
rather than impose on him a rigid rule which is not based on any principle 
either of business or common sense. . . . In my opinion it would not be 
right that auditors should deliberately adopt a standard of verification 
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below the ordinary standard because the persons with whom they are deal- 
ing are oo of specially high reputation.” (Re City Equitable Fire In- 
surance Co., Ltd. 

“The auditor can not shelter himself from any breach of duty under 
the neglect of the directors; he is there to do his duty to the company.” 
(London Oil Storage Co., Lid. v. Seear, Hasluck & Co.) 


(3) LIMITATIONS OF THE AUDITOR’S RESPONSIBILITIES 


“It is no part of an auditor’s duty to give advice either to directors or 
shareholders as to what they ought todo. An auditor has nothing to do 
with the prudence or imprudence of making loans with or without security. 
It is nothing to him whether the business of a company is being conducted 
prudently or imprudently, profitably or unprofitably; it is nothing to him 
whether dividends are properly or improperly declared provided he dis- 
charges his own wang | to the shareholders. . . . He is not an insurer; he 
does not guarantee that the books do correctly show the true position of a 
company’s affairs; he does not even guarantee that his balance-sheet is 
accurate according to the books of the company. If he did he would be 
responsible for an error on his part even if he were himself deceived, with- 
out any want of reasonable care on his part—say by the fraudulent con- 
cealment of a book from him. His obligation is not so onerous as this. 
He is perfectly justified in acting on the opinion of an expert where special 
knowledge is required.’’ (Re London and General Bank, Lid.) 

“‘It is no part of an auditor’s duty to take stock. . . . He must rely on 
other people for details of the stock-in-trade on hand. Auditors must not 
be made liable for not tracking out ingenious and carefully laid schemes of 
fraud when there is nothing to arouse their suspicion and when those 
frauds are perpetrated by tried servants of the company and are unde- 
tected for years by the directors. So to hold would make the position of 
an auditor intolerable.” (Re Kingston Cotton Mill Co., Lid.) 


(4) CONSIDERATIONS AFFECTING THE AUDITOR’S REPORT 


‘‘He must be honest—that is, he must not certify what he does not be- 

lieve to be true and he must take reasonable care and skill before he be- 
‘lieves that what he certifies is true. . . . A person whose duty it is to 
convey information to others does not discharge that duty by simply giving 
them so much information as is calculated to induce them or some of them 
to ask for more. Information and means of information are by no means 
equivalent terms. An auditor who gives shareholders means of informa- 
tion instead of information respecting a company’s financial position does 
so at his peril and runs the very serious risk of being held judicially to have 
failed to discharge his duty. Still, there may be circumstances under 
which information given in the shape of a printed document circulated 
amongst a large y of shareholders, would by its consequent publicity 
be very injurious to their interests and in such a case I am not posgeses to 
say that an auditor would fail to discharge his duty if instead of publishing 
his report in such a way as to insure publicity he made a confidential report 
to the shareholders and invited their attention to it and told them where 
they could see it.” (Re London and General Bank, Ltd.) 

“In reporting upon the accounts submitted to them the auditors do 
not, of course, report as to the details of accounts to which they find no > 
cause to take exception. Their duty is to call attention to that which is 
wrong, not to condescend upon all the details of that which is right. . . . 
Those who are engaged in commerce are familiar with the fact that undue 
publicity as regards the detailsof their trade or as to their financialarrange- 
ments may often be very injurious to traders having regard to the rivalry 
of competitors in trade, to complications sometimes arising from strained 
relations between capital and labor and the like. There are legitimate 
reasons for ensuring secrecy to a proper extent. It is not, I think, neces- 
sary, nor having regard to the great utility of these acts, is it desirable to 
expose persons who trade under these acts to the necessities of a publicity 
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from which their competitors are free unless such publicity is required to 
insure commercial integrity.” (Newton v. Birmingham Smali Arms Co., Lid.) 

“‘When it is shown that audited balance-sheets do not show the true 
financial condition of the company and that damage has resulted the onus 
is on the auditors to show that this is not the result of any breach of duty on 
their part.” (Re Republic of Bolivia Exploration Syndicate, Ltd.) 


_ That the practical application of these principles is frequently 
a task of great difficulty is self-evident from the language used, 
and recognition of this fact has been expressed by the courts in 
more than one case as the following extracts taken from the 
remarks of the judges will show: 


“It is quite easy to lay down to Py in general terms what the duty of 
an auditor is; it is very much more difficult . . . to apply that duty to the 
particular case.” (London Oil Storage Co., Ltd. v. Seear, Hasluck & Co.) 

“They (the auditors) had to exhibit a standard of professional skill, 
and if they did not come up to that standard that was for the judge or 
jury . .. to say and that was always a difficult matter totry.”’ (Arthur 
E. Green & Co. v. The Central Advance & Discount Corporation, Ltd.) 


A dishonest auditor renders himself liable to prosecution under 
criminal law for wilfully making a statement knowing it to be 
false in any material particular. Proceedings may be brought 
against him: 


(a) Under section 281 of the companies (consolidation) act, 
1908, which reads: 


If any person in any return, report, certificate, balance-sheet, or 
other document required by or for the purposes of any of the provisions of 
this act specified in the fifth schedule hereto, wilfully makes a statement 
false in any material particular knowing it to be false, he shall be guilty of 
a misdemeanor, and shall be liable on conviction on indictment to im- 
a angen for a term not exceeding two years, with or without hard 

bor, and on summary conviction to imprisonment for a term not exceed- 
ing four months, with or without hard labor, and in either case to a fine 
in lieu of or in addition to such imprisonment as aforesaid: 

Provided that the fine imposed on summary conviction shall not 

one hundred pounds. 


(b) Under section 84 of the larceny act, 1861, which enacts: 


Whosoever, being a director, pm a or public officer of any body 
corporate or public company, shall make, circulate or publish, or concur 
in making, circulating, or publishing, any written statement or account 
which he shall know to be false in any material particular, with intent to 
deceive or defraud any member, shareholder, or creditor of such body cor- 
porate or public company, or with intent to induce any person to become 
a shareholder or partner therein, or to entrust or advance any property to 
such body corporate or public company, or to enter into any security ‘or 
the benefit thereof, shall be guilty of a misdemeanor, and being con’ -ted 
thereof shall be liable at the discretion of the court to any of the ».nish- 
ments which the court may award as hereinbefore last mentioned. 


In this paper, however, I am concerned only with the penalties 
to which the auditor is exposed in civil proceedings by reason of 
errors of omission or commission amounting to breach of duty on 
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his part. Such proceedings may be brought (1) under common 
law on the ground of negligence for which every agent is liable 
through lack of reasonable care or diligence, or (2) when a com- 
pany is being wound up by way of misfeasance summons, under 
section 215 of the companies (consolidation) act, 1908, which 
enacts: 


(1) Where in the course of winding up a company it ap that any 
person who has taken part in the formation or promotion of the company, 
or any past or present director, manager or liquidator, or any officer of the 
company has misapplied or retained or become liable or accountable for 
any money or property of the company, or been guilty of any misfeasance 
or breach of trust in relation to the company the court may, on the appli- 
cation of the official receiver, or of the liquidator, or of any creditor or 
contributory, examine into the conduct of the promoter, director, manager, 
liquidator, or officer and compel him to repay or restore the money or 
property or any part thereof respectively with interest at such rate as the 
court thinks just or to contribute such sum to the assets of the company 
by way of compensation in respect of the misapplication retainer, mis- 
feasance or breach of trust as the court thinks just. 

The section shall apply notwithstanding that the offense is one for 
which the offender may be criminally responsible. 


It is interesting to note the views of one of the lords of appeal 
upon the terms of section 165 of the companies act of 1862, which 
corresponds in almost precise words with the section of the act 
of 1908 which I have just quoted. He says: 


‘That section creates no new offense, and it gives no new rights, but only 
aes a summary and efficient remedy in respect of rights which apart 
rom that section might have been vindicated either at law or in equity. 
It has also been settled that the misfeasance spoken of in that section is not 
misfeasance in the abstract, but misfeasance in the nature of a breach of 
trust resulting in alosstothecompany.” (Bentinck v. Fenn.) 


The measure of the auditor’s responsibility under the above 
section is, therefore, the loss sustained by the company—direct 
or consequential—due to failure on his part to point out a state 
of affairs the disclosure of which would have either prevented the 
initiation of a wrongful or mistaken course of action or conduct 
or have resulted in its discovery and discontinuance. 

(To be concluded) 


Accounting for Brick Manufacturers 
By HERRMANN HERSKOWITZ 


Webster defines brick as ‘‘a building and paving material made 
from clay, either pure or mixed as with sand, by molding into 
blocks while moist and hardening it in the sun or fire.” Brick, 
when considered to include burned clay in all its utilitarian forms, 
has a history coincident with that of civilization. Its existence 
goes back to the time, more than three thousand years before 
Christ, when the Assyrians reared their terraced temples and 
palaces in western Asia. In Ur of the Chaldees, whence Abraham 
went into the land of Canaan in Nineveh in Babylon, the im- 
portant buildings were made of brick. Archaeologists trace the 
history of ancient civilizations by means of bricks, which were 
used for commercial records, household utensils and the earliest 
expressions of art. 

The boom in building construction in the United States for the 
past five years has focused the attention of the builders on brick. 
Because of being burned at such high temperature, brick has 
great resistance to fire and is able to withstand the elements. 
The city of New York alone consumes 1,000,000,000 common 
bricks annually, which are carried by 221 barges. In addition 
to this, great quantities are shipped by rail. 

The past decade has witnessed the wider use of common brick, 
and as a result more yards have been established and old plants 
have been modernized. With this evolutionary phase has come 
the urgent problem of the accountant: how properly to control 
the records applicable to the brick manufacturing industry. 
The desideratum is an accounting system based on sound funda- 
mental principles which will give accurate results with the 
least outlay of expense. 

In order properly to comprehend the details of the accounting 
involved, a description of the manufacture of brick is necessary. 
Altogether there are about fifteen important operations in the 
transposition for raw clay in the deposits to the finished article. 
A brief description of the more important of these will be given. 

The raw clay, dug by electric or steam shovels, is transported 
to a mixing pit, where it is tempered with a small quantity of 
sand and in some cases an even smaller amount of coal dust to 
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facilitate combustion in the kilns. The tempered clay then 
passes by gravity to the brick machines, where a certain number 
of bricks, usually nine, are molded at one time and discharged 
automatically to a cable conveyor. 

In turn, the cable conveyor carries these pallets, with their load 
of ‘‘green brick,”’ to the point where the bricks are dried on steam- 
heated pipe racks situated in what is called the dryer building. 
This operation changes the green brick from a plaster to a bone- 
dry material, in order to facilitate the handling during future 
operations. 

The next step is the burning of the brickin huge kilns containing 
as many as 1,000,000 each. In the yards on the Hudson river 
each kiln is individually built of brick, so laid that heat intro- 
duced through “arches” running transversely through the 
bottom may penetrate the entire kiln. The sides and ends are 
covered with top soil which has been dampened to prevent the 
escape of heat, only the top remaining open for a vent. Practi- 
cally all brick is now burned with either coal or oil. 

This process requires exceptional skill, as a constant tempera- 
ture must be maintained for a period of about five consecutive 
days. Upon completion, the kiln is allowed to cool and then is 
opened, displaying a product now ready for sorting previous to 
shipment. Each kiln contains a certain proportion of over- 
burned or arch brick caused by the flame coming in direct contact 
with the brick. These bricks are sorted, leaving only the perfect 
product to be loaded on barges or in cars for shipment. 

As certain architectural effects are obtainable only through 
the use of these overburned units there is a considerable demand 
for them, and as additional handling is necessary because of the 
unevenness of the surface the cost of what some might call 
“‘seconds”’ is more than that of the regular product. 

The brick when finished measures 214 X 334 X8 inches, and has 
a weight of four pounds. It has a crushing strength of 4,400 
pounds per square inch when tested flat. On edge the strength is 
considerably greater. 

Having obtained a picture of the manufacturing processes 
involved, let us now turn to the books and records required for 
recording all the necessary entries. 
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payable sion General tion General sion payable 
agents agents 
PURCHASE JOURNAL 
Date Name | Accounts 
invoice | creditor | payable _Materials| Supplies | Repairs | General 
SALES JOURNAL 
Name of 
brick Quan- |Brick Com- 
Date| com- car | Freight| ing — 
rae orcar]| tity | sales mission mission 
mussion | umber agent 
agent 8 
CASHBOOK 
Receipts 
Brick 
Date| explana- | | Discount Other General Deposit 
en sion income receipts 
agent 
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Disbursements 
Name— Amount] Ac- 
tion cheque | payable 
| 
PETTY CASHBOOK 
Dis- Office 
Receipts| burse- | Repairs | 
number tion plies eral 
ments pense 
The ledgers used are: 
1. The general ledger. 
2. The regular accounts payable ledger. 
3. The plant ledger record. 
PLANT LEDGER RECORD 
Sheet number Purchased from 
Description of asset Date received 
Cost Estimated life 
(Including freight, cartage and 
setting up) Depreciation ...... % 
Net 
Depreciation reserve 
Date} Charges | Credits | Bal. || Date | Charges Credits | Bal. || Value 


Supporting information records employed are: 
CAR RECORD OF SHIPMENTS " 
(This book is used by plants where shipments are made by rail) 


Date 
shipped 


Car 
number 


Brick commission agent 


Destination 


Number 
brick 


Date 
settled 
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BARGE BOOK RECORD OF SHIPMENTS 
(Each barge listed on separate page) 


Estimate Advances 
Brick | Date Price 
Trip | Left yard| brick | cettled Amount to 
at yard captain 
DAILY REPORT 
Date 
Today’s Yesterday 5 | Cumulative 
total cumulative total 
total 
Production 
Number of bricks made 
bricks set 
arches burning @ .... to arch 
“of bricks burned 
bricks loaded 
Payroll 
Raw material Number of men 
Brick machine room 
Dryers and transfer 
Setting “ae 
Burning 
Loading 
Supplies 
General overhead 
Total 
Car record 


Container cars received No. - 
Box cars received 
Container cars shipped 
Box cars shipped 
Local sales 
Total brick shipments 


Inventory 
Balance of finished brick at close of 
yesterday: 

Total finished burning today: 

Total 
Less brick shipped: 
Less wastage at yard: 

Balance of finished brick on hand at 

close of day 
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Accounting for Brick Manufacturers 
Having encompassed the field of books and records, attention 
should be directed to the general ledger. The accounts in the 
general ledger should be so planned as to facilitate the preparation 
of the necessary statements, which are: balance-sheet, statement 
of income, profit and loss, and statement of manufacturing cost. 


Exhibit “ A" 
Balance-sheet 
Assets Liabilities, capital stock and surplus 
Current assets: Current liabilities: 
Cash in banks Notes payable 
Cash on hand Accounts payable 
Due from brick commission Federal income tax, unpaid 
agents State franchise tax, unpaid 
Loans receivable Loans payable 
Inventory Accrued liabilities 
Burned brick Payroll 
Green brick Interest 
Oil Insurance 
Coal Federal taxes 
Ochre State taxes 
Sand Total current liabilities 
Supplies Long-term liabilities: 
Total inventory Bonds payable 
Total current assets Mortgage payable 
Investments: Total long-term liabilities 
Stocks Net worth: 
Bonds Capital stock 
Treasury stock Preferred capital stock authorized 
Mortgages receivable Less: Unissued 
Total investments Common capital stock authorized 
Fixed assets: Less: Unissued 
Land: clay banks Total capital stock issued and 
Less: Reserve for depletion outstanding 
Land: buildings Surplus: 
Plant assets (detailed in plant Capital surplus 
ledger) Earned surplus 
Less: Reserve for depreciation Total surplus 
(detailed in plant ledger) Total capital stock and surplus 
Total fixed assets Total liabilities, capital stock 
Deferred charges to expenses: and surplus 
Insurance 
Interest 
Other debit items 
Total deferred charges to 
expenses 
Total assets 
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Exhibit “B” 


Statement of income, profit and loss 
Per M 
Income from sales: $—- $— 
Brick sales (number of bricks sold ) 
Less: Cost of barge operations (detailed as follows) 
Unloading 
Crew wages 
Towing 
Charter 
Supplies 
Wharfage 
Insurance 
Depreciation on barges 
General expense 
Less: Freight (if shipments are made by rail) 
Net income from sales 
Cost of sales: 
Inventory of burned brick at beginning of period 
Cost of manufacturing (exhibit ‘C’’) 
Total 
Less: Inventory of burned brick at end of period 
Cost of brick sold 
Gross profit on brick sales 
General and administrative expenses: 
Selling expenses 
Traveling and entertainment 
Commissions 
Total selling expenses 
General expenses 
Office expenses 
Association dues 
Office salary 
Salary, officers 
Depreciation of office building 
Depreciation of furniture and fixtures 
Total general expenses 


Total general and administrative expenses 
Net income from operations 


Additions to income: 
Interest on bonds 
Dividends 
Other income 
Total additions to income 
Total income 
Deductions from income: 
Interest on bonds and mortgages 
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Interest (current financial charges) $—— $— 
Net income 
Profit-and-loss charges or credits: 
Profit or loss on sale of capital assets 
Federal income taxes 
State franchise taxes 


Total profit-and-loss charges or credits 
Net profit for the period 


Exhibit “C" 
Statement of manufacturing cost 


Production cost: $— 
Cost of materials 
Depletion of clay banks 
Sand 
Inventory at beginning of period 
Purchases 
Less: Inventory at end of period 
Sand consumed 
Total material consumed 
Fuel 
Coal 
Inventory (beginning of period) 
Purchases 
Bituminous 
Screenings 
Total purchases ; 
Less: Inventory at end of period 
Coal consumed 
Oil 
Inventory at beginning of period 
Purchases 
Less: Inventory at end of period 
Oil consumed 
Electricity 
Total fuel cost 
Labor (classified as to —) 
Raw material 
Dryers and transfer 
Setting 
Burning 
Loading 
Supplies 
General overhead 
Total labor cost 
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Manufacturing overhead 
Repairs and maintenance 
Machinery 
Shop machinery 
Auto brick machines 
Derrick hoist 
Boiler 
Dump car 
Locomotive 
Shovel 
Dryer 
Air compressor 
Oil-burning outfit 
Total repairs and maintenance 


Supplies 
Lumber and cement 
Brick molds 
Freight and expressage on supplies 
Fuel, oil tank and piping 
Brick-yard sundries 
Explosives and oils 
Red ochre 
Miscellaneous 


Total supplies 


Hauling 
Gasoline 
Operating expenses, trucks 
Stable expense 
Total hauling expense 


Insurance 
Brickyard 
Trucks 
Public liability 
Compensation 
Total insurance 


Depreciation 
Trucks 
Horses, wagons and harness 
Tools 
Brick machinery 
Railroad siding 
Total depreciation 
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Per M 
$— $— 
Taxes on plant property 
Total cost of manufacturing 
Add: Inventory of green brick at beginning 
of period 
Less: Inventory of green brick at end of period 


Cost of manufacturing burned brick (quantity) 


The most difficult phase of the accounting for the brick manu- 
facturer relates to the cost of manufacturing. The factors 
requiring explanation are depletion of clay banks, labor control, 
wastage and depreciation of capital assets. 

The engineer’s report will show the estimated tonnage con- 
tained in the clay banks. This total (eliminating the land used 
for the plant) divided into the cost of the land will give the cost 
per ton of clay. The stock records will show the total number of 
bricks produced for the period, and using, say, 1,000 green bricks 
as the equivalent of two tons the total tonnage consumed will be 
obtained. 

The laborers receive a fixed daily wage. They are required to 
produce a predetermined number of bricks, which in turn is 
based on the productive capacity of the plant. The foreman 
prepares a daily list of laborers employed, which in turned is 
checked by the superintendent. These daily lists are then 
recorded in the payroll book from which the payrolls are prepared. 

Every brick yard has a certain wastage of brick. It is impor- 
tant to keep informed as to the exact amounts, in order to devise 
improved methods of manufacturing, and thus reduce the wastage 
to the lowest point possible. The following statement will show 
the number of bricks unaccounted for: 


Inventory of burned brick at beginning of year.............. 
Total number of brick burned for year...................... 
Burned brick inventory at end of year...................... 
Wastage at yard of burned brick............. % 


The estimated life of the machinery is based either on past 
experience or manufacturers’ guarantee of use. The record of 
each machine is contained in the plant ledger, which in addition 
shows the depreciation deducted. 
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The cost of manufacturing per thousand bricks is arrived at by 
dividing the total bricks produced into the following: 


Cost 
1. Materials cost (adjusted for inventory of green poe 


3. Manufacturing overhead.................. 
4. Cost of 


Total bricks produced.................. $ x 


The value of burned bricks on hand is based on the final cost 
figures so obtained. Green bricks, being uncompleted, are 
valued on the basis of the total cost less a percentage of fuel cost 
and manufacturing overhead. 

The marketing of brick is usually accomplished through a 
brick commission agent who has complete charge of the sale of 
the brick. All the shipments made are on a consignment basis, 
and when the purchaser pays for the brick the remittance goes 
direct to the commission agent who, in turn, makes a settlement 
with the manufacturer. The account rendered will show deduc- 
tions for commissions and any other advances made to the 
captains of the barges for expenses incurred during the unloading 
process. 

Where bricks are shipped by rail, any freight paid upon arrival 
at destination is deducted by the purchaser and the amount so 
paid is also deducted by the commission agent. 

The question of statistics is of importance. For comparative 
purposes it is essential to determine the net profit per thousand 
bricks sold. The method employed is as follows: 

Per M 
1. Brick sales (total number of bricks sold di- 


. Gross profit on bricks sold................ 
. Net deductions from income.............. —— 


OND 
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The Company Controller 
By F. A. MANSFIELD 


In so far as private organizations are concerned, the office of 
controller is comparatively new, so that the derivation of the word 
and its manner of application to modern business may be of 
interest. Prior to the 15th century, the usual spelling of the 
word was “countrollour’’, meaning a counter-roller or one who 
kept the roll of incoming or outgoing monies and goods. In the 
15th century the term was adopted in the various offices of the 
English royal household, such as countroller of accounts in the 
lord chamberlain’s office. This officer was usually a titled 
gentleman so that the official scribes mistook the first syllable 
to be a designation of rank and so used the mistaken etymological 
spelling, compteroller or comptroller. This title gradually 
spread to government, state and finally in the 20th century to 
commercial organizations to signify an officer who keeps financial 
accounts or sees that they are properly kept and audited. 

With the expansion of modern business and its resultant 
complicated financial and operating methods, the office of 
controller has now a much wider scope and is one that is rapidly 
being appreciated as of the highest importance. That this is 
so is witnessed by the fact that many former controllers have 
been elevated to company presidencies; for instance, C.G. Dubois, 
president of the Western Electric Co. and W. S. Gifford, president 
of the American Telephone & Telegraph Co. 

The controller is an executive officer whose duty is to interpret 
the results of the business operations to the administrative staff 
and to formulate fresh policies, although in many organizations 
the mistaken conception of the office confines the controller’s 
activity to that of head bookkeeper, thus limiting his usefulness. 

The man chosen for the office should be one who is capable of 
directing men and training them, so he must have a thorough 
accounting knowledge and a general business experience besides 
having executive ability. He is usually appointed by the board 
of directors and is directly responsible to it through the president. 
If his work is to be effective, he must have equal rank with the 
executives in charge of the other phases of the business, such as the 
sales manager. The heads of the accounting and statistical de- 
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partments should be under the controller’s direct control and 
supervision, as he centralizes, codrdinates and develops the work 
of these departments. By his experience and qualifications he 
can make the most extensive use and intelligent interpretation of 
the accounts. 

Apart from these two departments the controller acts in an 
advisory capacity only and his recommendations are carried out 
if adopted by the executives in charge of the department con- 
cerned. For example, he may recommend the procedure for 
accounting at branches, but the execution of that system will be 
Jeft to the branch manager. The controller coéperates with the 
sales manager with regard to the compilation of statistical data 
on sales, with regard to the control of the sales department expense 
budget, and with regard to the preparation of data for the pro- 
duction budget. He coéperates with the factory superintendent, 
or in cases where there is no factory with the purchasing agent, 
with regard to the supervision of merchandise purchases in order 
that they may be kept as low as is possible and consistent with 
production requirements. 

The purpose of the controller is to interpret to the president the 
financial results of the operations of the company, and as such 
his function must not be confused with that of the auditor under 
the British companies acts whose duty is specified by law, or with 
that of the American public accountant whose duties are varied 
according to the instructions given to him by the company. The 
controller is in sole charge of the accounting department and is 
directly responsible for the accuracy of the accounts, financial 
statements and all other statistical information relative to the 
financial operations, and he should formulate such accounting 
methods as are best adapted to the particular operations of the 
company. 

He should be a participant in all executive conferences in order 
that any questions with regard to the financial statements may be 
readily answered, and advice given with regard to the codrdination 
of production with sales, and the probable costs, expenses and 
profits of future operations. From the executive conferences 
the controller must obtain authority for all book entries affecting 
capital, such as the disposal of company assets and the creation of 
reserve accounts for contingencies. He must interpret the 
accounts and prepare statistical information for the various 
department heads when requested to do so or when he is of the 
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opinion that such information will be useful to them. He should 
maintain a record of all reports that are prepared and of the 
department heads and others who receive them. After having 
approved them, he should distribute them in order that duplica- 
tion of work may be prevented, the establishment and enforce- 
ment of operation procedures expedited, and a central control 
afforded. 

The increasing use of the budget system for controlling future 
operations considerably adds to the duties of the controller, for it 
is his duty to obtain from the various department heads their 
selling quotas and estimates of expenses, and to combine them into 
budgets showing estimated profits for the coming financial year, 
cash budgets showing capital requirements, and the various 
departmental controlling budgets. 

While not responsible for the general filing system, it is the 
controller’s duty to maintain files of all reports and correspondence 
with regard to the accounts and reports, such as journal vouchers, 
leases, contracts and insurance policies. He is responsible for all 
state and federal tax returns but must obtain legal advice when- 
ever necessary. 

He is often responsible for duties that in the past devolved upon 
the treasurer, such as the submission to counsel of all contracts, 
as well as drafting such clauses that affect the financial operations. 
In many cases the controller combines the office of assistant 
treasurer with his own, and as such is responsible for all the 
operations of the cashier’s department, although this combination 
of offices is gradually being eliminated as the responsibilities of 
the cashier’s department unwisely limit his sphere of usefulness as 
controller. 

From the discussion of the position that a controller holds his 
duties may be evolved. He supervises the accounting depart- 
ment, designs an accounting system best suited to the needs of 
the organization and decides upon the preparation of such entries 
and methods that are not in accordance with general routine, 
such as the interpretation of executive committee and directors’ 
minutes in so far as they affect the books of account. 

He is directly responsible for the accuracy of all financial 
statements prepared by the accounting department and should 
personally study them before they are distributed. By financial 
statements is meant those statements in any business which are 
now prepared in accordance with established practice and uni- 
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versally understood forms. The major statements are the 
balance-sheet, which shows what is owned, and the income 
account, which shows how it has been obtained. 

In addition to these statements there are a number of others, 
both financial and statistical, that give information relative to the 
financial affairs of particular divisions of the business, and which 
should be prepared monthly, such as: 

(1) Condensed balance-sheets showing comparison of begin- 

ning of month and beginning of year. 

(2) Supporting schedules for income statement for month and 
year to date showing comparison with budget and pre- 
ceding year. 

(3) Monthly statement of production with current costs and 
details of factory expenditures compared with budget. 

(4) Daily report of cash position. 

(5) Monthly estimates of future cash requirements. 

(6) Monthly report of cash receipts and expenditures com- 
pared with budget. 

(7) Statistical reports in general. 

(8) Statutory financial returns. 

In preparing any of these statements, the controller must remem- 
ber that many organizations tend to conceal important changes in 
financial conditions, but that such action only defers the day of 
reckoning. Such contingencies often arise because the executives 
do not realize the condition until too late to remedy it, so as 
many explanations as possible should be made on the face of 
balance-sheets and other statements. 

One of the most valuable modern adaptations to business of an 
old method of controlling national funds is the budget. All 
businesses do not use a budget, but those that have adopted the 
system are the most profitable and progressive as a general rule. 
It is the duty of the controller to compose the budget from esti- 
mates or forecasts obtained from each department of the business. 
He must not merely prepare the budget from the estimates re- 
ceived but must intelligently examine the forecasts to ascertain 
that activities interdependent upon one another are correctly 
estimated; for example, the manufacturing programme must be 
based upon expected sales, the investment in inventories must be 
in keeping with the turnover, etc. 

The purpose of this article does not include any complete dis- 
cussion on budgeting, but the main considerations are that the 
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controller should see that departmental forecasts are obtained 
well before the commencement of the budget period; he must 
furnish to department heads full analyses of past expenditures, 
and then summarize all the forecasts into profit-and-loss budget, 
cash budget and departmental budgets, and discuss them with 
the budget committee for approval and submission to the 
president. 

Not only the preparation but the actual carrying out of the 
budget is under the functional direction of the controller, who 
exercises supervision over the execution of the budget programme. 

The office organization under the controller may be summarized 
as follows: 

(1) Head office accounting: 

General ledger. 

Subsidiary ledgers. 

Statistical reports. 

Monthly financial statements. 

State and federal taxes and other statutory returns. 

(2) Cashier’s department. 

(3) Budget compilation and control. 

(4) Cost department: 

Bookkeeping. 
Control entries. 
Cost control. 

(5) Branch records: 

Branch expense internal auditing. 
Branch current ledgers. 
Control entries. 

The discussion of the duties of the controller and his place in 
the company organization could be dealt with at considerable 
length, but this outline, I believe, summarizes the nucleus of any 
study that may be made of the rights and duties of this 
comparatively new business executive. 
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EDITORIAL 
O tenies If it were desired to present a composite 
‘Eaten impression of the opinions expressed by 


correspondents upon the great question 
of employment in the accounting profession there would be three 
main points which would stand out from all others. These would 
be, first, the difficulty in finding what navigators know as the point 
of departure; second, the long period of what may be called proba- 
tion, whether the beginner starts out under his own banner or in 
the shelter of another’s auspices; third, the intermittent activity 
of the work, which frequently brings the year’s total earnings 
below the level of financial returns in many other branches of 
labor. There are, of course, many variants of these three principal 
themes, but when all the questions and complaints are boiled 
down to the bare bones they are found to be these three and no 
more. They are real questions, too. They affect the lives and 
happiness of many people, and their influence is felt by the whole 
accounting profession. Scores of inquiries are received from 
men young and old, but chiefly young, who are earnestly seeking 
to enter the profession and can not find the way. Some of them 
are quite unfit for the work, but generally those who select 
accountancy as their goal probably have the natural inclination 
and predilection which are essential to success. This is an old 
subject for discussion among accountants and other professional 
men and the answer to the riddle is not easy, but the interrogation 
arises so persistently that there seems no escape from an occa- 
sional review of the conditions. During the last summer in all 
parts of this country there was a general lack of demand for 
accountants which accentuated the unevenness of employment 
and of work. It is quite the usual thing to find the summer 
season a period of comparative inaction. Staffs are then reduced 
to their lowest numerical strength and the superfluous men are 
compelled to look for other sources of livelihood. But the 


280 


i 
i 
4 
| 
i 
| 
:&§ 


Editorial 


summer of 1926 was dull and quiet beyond the ordinary, and so 
the old problem of the man who is not permanently and firmly es- 
tablished was given a new life and an increased urgency. There 
were firms which seemed to escape the general depression, but 
conditions which we have described did exist in the profession 
taking the country and the practitioners as a whole. 


Obtaining a : bs difficult to assign a reason for the 
Foothold ullness of the past summer—it ex- 
tended, by the way, well into the fall— 

but that is not our present endeavor. It may have been attribu- 
table to the hesitant condition of the financial world following the 
break in the long bull market. It may have been in part the 
result of steadily decreasing volume of tax cases which made it 
necessary for many organizations whose chief function was the 
preparation and presentation of tax returns and claims to curtail 
their establishments. It may have been due to mere coincidence. 
Whatever its cause its effects were clear and thus the question of 
finding and retaining occupation revived. Consequently it may 
be in order to consider the nature and the force of the complaints 
registered by those who are adversely affected by the facts. How 
is the young man to get a foothold in the profession? This is the 
first and perhaps the most important of the questions at issue. 
If one may judge by the records of the bureau for placements of 
the American Institute of Accountants, there is a fairly prevalent 
interest in accountancy among students of colleges in every part 
of the country. The bureau conducted a comprehensive explora- 
tion of that field and found a good deal of promise. The offers of 
three-year engagements to acceptable young men attracted atten- 
tion, and it is worthy of note that the students who actually ap- 
plied for registration by the bureau were of a very high average in 
mental ability and scholastic record. There were more applica- 
tions for positions than requests for men. This was partly due 
to the novelty of the plan which had not had time to become fully 
known to the Institute membership. When the graduating 
classes of 1927 are ready to enter their various kinds of life-work 
it may be confidently expected that the bureau's list of opportuni- 
ties will be much lengthened. It seems that in the last few years 
there has been an ever growing demand for college graduates in 
all kinds of business and professional work. One great corpora- 
tion after another makes its request for the best men in the grad- 
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uating classes of certain colleges. In every sort of enterprise it 
seems to be the present tendency to lay stress upon the value of 
education and to require that men and women engaged for any- 
thing except menial positions shall have had the mental training 
which a college career is supposed to involve. Yet in spite of this 
general request for college graduates the number expressing 
preference for accountancy is greater than the demand. 


On the other hand the accountant is 
Good Men are 

Wanted always looking for good men who will be 
available. It is something of a para- 

dox—more qualified men wanted at certain seasons than can be 
found; more men seeking admission to the profession than can find 
opportunity to fulfill their ambition. The college graduate has 
been the particular consideration of the bureau for placements of 
the Institute. The disparity between supply and demand so far 
as he is concerned will be overcome by process of time. But it is 
not the college graduate who makes the most energetic protest 
against the difficulties. It is rather the man who has had to 
make his own way from boyhood, and finds his natural bent 
toward accountancy after a few years in other occupations, that 
presents his case and wants to know why things are as they are. 
In these comments we are thinking not at all of the man or woman 
in college or out of it who wants to become an accountant because 
it seems profitable to practise accountancy but has not otherwise 
the slightest excuse for such an ambition. There are almost 
countless young folk who would not find a permanent place in an 
accountant’s office if they searched until Doomsday. They are 
the unfit who must seek more congenial and appropriate employ- 
ment. The other classes, however, those who feel a call to 
accountancy because that is the kind of work they believe they 
are fitted to do, cam not be disregarded—and no good accountant 
wants to disregard them. How are these naturally gifted or at 
least favorably inclined aspirants to gain an opening and enter 
into the profession? The most frequent case is that of the man 
who has spent several years in some employment which he ac- 
cepted in the first place because it offered a living wage. He has 
taken upon himself the responsibilities of a family and a home. 
He girds at the restraints and the narrow limits of his environment. 
Perhaps in the hope of a change later to something more to his 
liking he has spent time and not a little money in studying the 
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theoretical side of accounting. At last comes the day when he 
sets out to find a place wherein he may make his start in the 
professional world. He may be filled with high hopes and fine 
enthusiasm—all he asks is a chance to show the mettle of his 
pasture. He knows that he may have to accept a salary some- 
what less than that he has been receiving, but he is ready to make 
the sacrifice to achieve his ambition. Possibly he and his wife 
by dint of much thrift have built up a small capital account and 
they have made up their minds that this is to be saved against 
the day when he shall make his great adventure and shall have 
to accept a modest salary during the proving of his ability. 


in Nile eee That is the beginning of the story. This 
the Quest man goes from office to office and offers 

his services to firm after firm. At every 

door he is asked the same question, ‘‘ What experience have you 
had in an accountant’s office?’’ He explains, of course, that he can 
not obtain the experience until he is engaged on somebody’s staff 
or on his own account. Everybody wants men with experience 
but no one seems willing to engage men who lack experience. 
Experience can not be had without experience preceding it—and 
so on, ad infinitum, until his brain begins to whirl and his heart 
to despair. And then on some black evening he sits down at his 
table at home and writes his complaint and his protest against 
the world. That is a fairly accurate composite picture of the 
grievances of many men who have good ability, who had strong 
ambition, who would perhaps adorn any profession. It is not in 
the least astounding that they are disheartened and bitter. Any 
man with the faintest trace of the love of fair-play about him 
must sympathize. Honest hopes disappointed are a mighty 
strain upon one’s sense of proportion. But there is another ver- 
sion of the story. It is told by the employer of men; and in 
accountancy probably more than in any other walk of life this 
version is convincing. Says the employer, “‘ What shall I do with 
the man who has not had experience? Sometimes—but rarely— 
I can take a man from some other field of labor and because of his 
transcendent ability and wide general knowledge can fit him into 
a niche in my organization. Some few young men can be 
brought in and trained as the college men supplied by the bureau 
for placements must be trained at great expense and with no sure 
promise of final reward. But for the rest experience is essential.” 
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It is not reasonable to expect that an accountant will take upon 
himself the liability of an untrained man for the sake of pure 
philanthropy—that is, it can not be expected as a common thing. 


3 ; It is quite conceivable that an engineer 

Experience is 
Hesential or a lawyer could employ men of no 
great experience in their professions and 
set them to more or less useful but safe tasks in which in course of 
time they would acquire a working knowledge and an experience 
which would fit them for the higher duties of those professions. 
With an accountant it is not so. His senior assistants in many 
cases outnumber his junior assistants. The seniors, of course, 
must be competent to work without constant supervision and 
they can not reach that state of proficiency without some years of 
experience in the field. Even the juniors are expected to have 
had some experience, and if they have not their value is very 
small. They can not step over from the liability to the asset side 
of the firm’s account until they know by actual experiment how 
to work. A man may be steeped in theory and yet fail wofully 
in practice. The employer must think first of his duty to the 
interests he serves—public, client, the profession, himself—and 
he may not out of sympathy, friendship or any other excellent 
motive engage men for his active staff when he is not confident 
that they are competent and can render the required service. 
This does not mean that every member of every staff is a fully 
qualified man—Would that it did!—but it means that the 
employing accountant should use due care and reasonable dili- 
gence to select only those men who ought to be competent. This 
is the other side of the question and it is as unanswerable as the 
first. The man who has not had experience is not in demand and 
so apparently a great but unavoidable injustice is done. It is 
altogether commendable in any man to seek to improve his 
condition and to set himself upon what he believes to be the high 
road to success and happiness. It is altogether comprehensible 
that an employer is reluctant to add to his payroll men whose 
experience is all ahead of them, whose abilities are yet to be 
demonstrated, whose adaptability is a matter of uncertainty. So 
we come back almost to the point from which we set out and the 
answer, that is to say the satisfactory answer, is still to be found. 
There are some suggestions, however, which may be helpful to 
those who feel that they are the victims of unmerited misfortune. 
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In the first place we believe that the 
Some are h f d 
Deceived opes of a great many men and women 
have been raised to a pitch of absurdity 

by the lying advertisements of some so-called institutions of 
learning. It is a crying shame that apparently nothing can be 
done to check the outrageous and specious allurements that are 
dangled before the eyes of our people. There is a lot of so-called 
inspirational advertising which must owe its genesis to the spirit 
of evil. Perhaps the time will come when a legal method of 
restraint will be found and when the advertising of all intangible 
things such as education will be governed by a kind of pure food 
and drugs act. It is possible, as several well-known correspond- 
ence and residence schools have shown, to advertise educational 
facilities without making an ass of oneself or a dupe of the un- 
sophisticated reader. The unscrupulous dollar-pursuing organ- 
ization which holds out the bait of sure preferment to all who buy 
its wares is doing an immense injury to an amazing number of 
people who might be expected to know better than to believe all 
that they read. There is not a shadow of doubt that many of the 
disappointed aspirants to accountancy owe their trouble to the 
misrepresentations made by advertisement in print and even 
more by salesmen whose every word is a lie. In the second place 
we believe that the unfortunate conditions are due to a national 
characteristic of all good Americans. We generally think pretty 
well of our powers and possibilities and few of us are content to 
remain in that condition whereto we were born. It is a splendid 
trait. Perhaps it has done more than any other one thing to 
send America ever forward on her way. The people that is con- 
tent isdead. Yet there may be individual cases in which it would 
have been better for all concerned if personal limitations had been 
recognized and it had been resolved to remain in one’s originally 
accepted calling and to excel therein without reaching out to a 
phantasmal crown in another kingdom. Failure to know one’s 
limitations is often the cause of making a mess of life. This has 
something to do with the question under consideration. 


What has been written above does not 
offer an answer to the question which 
arises in the case of a man who has 
genuine native ability and an honest desire to find a way by which 
his talents and tastes may be served. His is the hardest lot of all 
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because if he fails to find employment he is really missing some- 
thing he might have had. To such a one the only advice can be 
to go slowly. It is folly to give up an assured livelihood for the 
sake of an uncertain engagement. Far better is it to make 
reasonably sure of the professional employment and that it has 
permanent possibilities. It seems almost unnecessary to remark 
that jumping overboard with no shore or another boat in sight is 
scarcely judicious even for a good swimmer. In most cases the 
man who wants to enter accountancy knows personally some 
member of the profession. If he does not, he can usually contrive 
to do so. Then by steady preparation in the academic matter and 
by sincere effort to find a safe footing in the profession he will 
reach his goal nine times out of ten. The experience which is 
required will involve sacrifice and the ultimate success is not 
certain, but at least the man who makes up his mind to find a way 
will probably find it. And that is about the best that can be done 
to answer the question of the man who has tried and tried again 
to enter accountancy and so far has found the gate barred and no 
way around. He may not be transported in spirit by the prospect 
but if he is a person of an impartial and reasoning mind—as every 
accountant should be—he will admit the justice of the argument 
by the employer that as the conditions are which govern the 
practice of accountancy the demand for experienced men must 
be obeyed. Those who lack experience must come in through 
a comparatively small opening or be content to do such unimpor- 
tant work as that which falls to the lot of the most juvenal junior. 
To those who do enter, who stick to their task, who have the gifts 
requisite, the reward may be slow in coming but it is worth while 
when it comes, because it is success in that walk of life in which 
the well adapted man can go with swinging stride and a singing 
heart. 
A Leos Peried The second part of the general question 
of Probation concerns the probationary period in 
which a man is given a chance to prove 
his fitness. The length of it depends, of course, upon ability 
and earnestness, but it is protracted always. It involves years of 
work which will be hard if it be not congenial, and many a young 
accountant comes to the conclusion that the game is not worth 
the candle. But what is true of accountancy is true of every 
profession; the conditions are not extraordinary. If a man has 
resources sufficient to start for himself he will be wise to expect and 
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to anticipate lean years. No professional practice is built ina day. 
The man who joins the staff of an established firm will have no 
instant cause to worry about a financial return, for he will know 
what to expect and must govern himself and his expenditures 
accordingly. He will probaviy gain a wider experience in the 
employ of an established firm than he would obtain by working for 
his own account, and if he is alert and receptive he will become in 
due time able to assume the responsibility which goes with in- 
dependent practice. But in either case it is a matter of years, not 
months, and patience will be needed before success can be reached. 
The trouble with many people is that they expect to reap almost 
before they have sown. They forget that they are members of 
a learned profession which in the very nature of things means a 
long apprenticeship and unflagging perseverance. This portion 
of the charges against accountancy does not seem to us worthy of 
much consideration or sympathy. It is part of the day’s march 
and must be encountered without astonishment or repining. If 
misery does indeed love company the young accountant may con- 
sole himself by turning his gaze upon the hosts of young and some 
older lawyers, physicians, architects and engineers whose shingles 
swing idly in the wind of many a year before the passing throng so 
much as pauses to note their presence. There are too many 
familiar stories of the hungry young lawyer or physician to excuse 
the ignorance of anyone who enters upon any profession with 
a lightsome assurance that fortune will knock at once. Fortune 
sometimes lingers unconscionably long around the corner in the 
professional as in all other worlds—longer in the professions per- 
haps than any other where. 


The third point upon which the problem 

ee of turns is the seasonal character of the 
work, and this is of vital import not only 

to the employee but to the employer as well—not only to the man 
with a small practice but to some extent at least to him whose 
practice is greater. Three months in every twelve may be 
counted upon to be active. The other nine may be painfully 
passive. So we find an urgent demand for good men at the 
beginning of the busy season gradually becoming less until at the 
end of the three months there is no more demand and the “laying 
off’ process begins. Then the men who have been engaged to 
carry on during the activity are weeded out and only those who 
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have made themselves indispensable are retained on the payroll. 
This unhappy time is generally at the end of March. Without 
looking at one’s calendar it would be possible almost to know the 
day and the month by the number of men who report themselves 
available for employment. It is all very regrettable and in 
theory it should not be, but the facts are undeniable. So long as 
business continues to crowd its fiscal year endings into one day of 
all the year, so long as the thirty-first day of December is canon- 
ized as the day of days upon which the fiscal period must ter- 
minate, and so long as tax laws require returns within less than 
three months of the fiscal closing, just so long will this deplorable 
condition exist and the whole question of employment will be 
complicated thereby. At the beginning of the busy quarter- 
year is the time when the entering into the profession is easiest. 
At the end and for several months thereafter it is most difficult. 
No man wants to labor, if he labor at all, for only three months in 
the year. On the other hand no employer not an out-and-out 
philanthropist can maintain a staff in good times and bad the 
same. It is one of the great drawbacks of accountancy that it is 
uneven in its temporal distribution. It is inimical to the building 
up of a staff sufficient at all times to meet any demands which may 
be made in the height of activity. That would be the ideal state 
of affairs but only in the case of a very small minority of practising 
accountants is the work so spread over the year that the ideal is 
attainable. 
Worth While In a good many words and without any 
After All satisfaction to ourselves we have dis- 
cussed this pregnant question of employ- 
ment. So much is said and written in the way of complaint that 
it seems necessary once in a while to deal with the problem even 
if no complete solution offers itself. It is a thousand pities that 
the difficulties are so many and that the entrances are so few. 
The business world needs more public accountants and from year 
to year the demand will grow. Something must be done to 
attract the right kind of men. Perhaps some sort of expansion of 
the Institute’s bureau for placements will be attempted and it 
may accomplish something beneficial; but it will not change the 
fundamental conditions which are the true cause of the difficulty. 
Yet when all is said and done, when the obstacles are fully seen 
and not fully surmounted, when the uncertainties and lack of 
continuity are remembered, it still remains to say that the pro- 
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fession is a thing of joy; its possibilities for serving one’s fellow 
man are immense; its successes when achieved are considerable; 
it is the medium through which truth may be made to shine. To 
every accountant sooner or later comes an hour when he suffers 
a sense of discouragement and impatience. This comes not only 
in the novitiate. The entering in by way of the paths open in this 
country is not without obstruction (it is easier perhaps by the 
apprenticeship system of Great Britain), the probationary period 
is long, the work unevenly distributed, but nevertheless it is 
a good thing to be a fair and able accountant and a very splendid 
thing indeed to adorn by unselfish service a profession whose 
foundation is truth. 


There is welcome evidence that the New 
York stock exchange is taking an in- 
creasing interest in audits and the sig- 
nificance of audited statements. This will undoubtedly raise 
questions regarding the actual and proper scope of audits. One 
of the most important questions will be the extent of the examina- 
tion in respect of inventories. At present the federal reserve 
bulletin perhaps constitutes the best known standard. Bankers 
have at times urged that accountants should assume a far larger 
responsibility and particularly should undertake to verify quanti- 
ties. This attitude was expressed in an address called “ Impor- 
tance of the verification of inventories in connection with frauds,” 
delivered before the New York State Society in 1924 by Walter 
E. Sachs. The opposing view, which to the best of our recollec- 
tion has not been set forth at all fully in these columns in recent 
years, was stated by George O. May in an address recently de- 
livered at a meeting of the Society of Certified Public Account- 
ants of the State of New Jersey, at Newark, in a manner which 
we believe expresses the opinion held on this subject by members 
of the profession who have devoted the deepest and best con- 
sidered thought to the subject. The quotation from this address 
which follows embodies Mr. May’s conclusions: 


The Auditor’s Responsi- 
bility for Inventories 


“I am whole-heartedly opposed to any such proposition. In the first 
place, I do not believe the verification of physical inventories is within the 
competence of auditors; in the second place, I do not think any case 
been made out for the verification of inventories in the manner s 
either by auditors or by any other independent experts. 

“‘As in most other financial matters, the problem presents different 
phases in the case of the large and small corporations respectively. In the 
case of the large companies the loss to an individual grantor of credit in a 
particular case might be substantial and very serious. In such companies, 
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however, if a reasonable system of inventory is in force (and it is a part of 
the ordinary procedure of audit to see whether such a method is employed) 
then the collusion necessary to perpetrate an inventory fraud on any large 
scale is so extensive that only the most desperate of dishonest executives 
would ever think of resorting thereto. 

“In the case of smaller companies, deliberate falsification is no doubt 
more easily effected, but unless and until experience shows it to be a 
common occurrence, grantors of credit should find their protection in the 
distribution of risks and rely on the law of averages rather than attempt 
to enforce safeguards involving an expense weal out of proportion to 
the demonstrated risks. 

‘The conclusions thus reached by reasoning are confirmed by experience. 

“Going back over the experience of my own firm in the last thirty years 
I find it difficult to recall more than, at most, a single case in which material 
overstatement of inventories occurred that would not have been disclosed 
by the work done in an ordinarily efficient audit, but which independent 
inventory checkers might reasonably have been expected to detect. In 
the course of this period we have by ordinary audit methods in very many 
cases found that inventories were overstated either in quantities, as the 
result of incorrect methods of inventory determination, or in valuation. 

“I think those who advocate a complete change in the auditor’s work 
and responsibilities in relation to inventories both overlook the great prac- 
tical value of the work now done by auditors in relation to inventories, and 
also greatly exaggerate the value and importance of the further verification 
which they would like auditors to undertake. 

“If the question be considered, as I think it should be, from the stand- 
point of a comparison between the risks involved and the costs of eliminat- 
ing, or materially reducing, those risks, then I am satisfied that the 
independent verification of annual inventories will be found not to be a 
practical suggestion. The demand has arisen, I think, as a result of a few 
sporadic cases and I feel sure there will always be enough experienced men 
in both the banking and the accounting worlds to appreciate the unwisdom 
of adding to the general credit system an expensive piece of machinery, the 
need for which seldom arises. No doubt, however, special inventory 
verification should and will be made where suspicions are aroused or un- 
usual conditions seem to make them necessary.” 


It would be interesting to have further expression of opinion on 
the subject and to determine whether the membership of the In- 
stitute as a whole favors an extension of the responsibilities of 
members in this respect or takes the more conservative view in- 
dicated in the above quotation. 
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When is all of the net income derived from a business carried on by a non- 
exempt corporation not taxable income? This is a question engaging the best 
legal talent of the commissioner of internal revenue and the Cleveland Railway 
Company for a solution. 

The most obvious answer is, “ Never,’’ and this is the view taken by the 
commissioner, but the corporation’s representatives do not agree with him. 
While this controversy is going on, a recital of some of the underlying facts in 
the case may be deemed of general interest, and they are, therefore, here set 
forth. 

The Cleveland Railway Company's business is the operation of street cars 
and buses in the city of Cleveland and its suburbs. Its franchise provides that 
the rate of fare shall be limited to an amount that will pay operation costs plus 
six per cent. on the capital invested. The cost of operation includes costs of 
upkeep, depreciation, reserves for injuries to persons and properties as well as 
the usual operating costs. 

As these costs are subject to constant fluctuation, and as it would be im- 
practical to make monthly changes in the fare charged the car rider, the excess 
earnings of operation are credited to an account entitled “Interest fund.” 
Dividends at the prescribed rate of six per cent. per annum upon the capital 
stock are paid out of this interest fund. The issuance of capital is also all 
hedged about so that it can not be inflated beyond actual capital expenditures. 
When the accumulation of net earnings credited to this interest fund exceeds a 
certain prescribed maximum amount, the rate of fare is reduced; when the 
accumulation is reduced to a certain prescribed minimum amount, the fare is 
increased. These matters are all prescribed in the franchise and, therefore, are 
not controllable by the company. 

The commissioner looks upon all the excess earnings credited to this fund as 
taxable income. The corporation argues that only the part of the fund repre- 
senting the six per cent. of the capital stock is taxable income, and it contends 
that the remainder belongs to the car riders. Upon this premise, the corpora- 
tion’s attorneys argue that to impose a tax upon the excess earnings of six per 
cent. is tantamount to taxing the city of Cleveland; that these excess earnings 
are simply excess fares that have been collected for the car riders and are to be 
returned to them by lowering the fare when such action is due as prescribed by 
the franchise. 

While this question is being fought out, it seems not amiss to point out the 
possibility that less confusion might have arisen if the accounting nomenclature 
had been more descriptive when the corporation's books were originally revised 
to conform to the provisions of the franchise. 

In the first place, it is apparent that the interest fund is not a fund at all, but 
partly a contingent liability and partly undivided profits. The reason it was 
named ‘“‘fund”’ was that at the beginning the corporation was required to pro- 
vide the initial credit to this account, and as the assets at that time included the 
offsetting amount to this fund, it was presumed that it wasa fund. It would 
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seem not impossible to have set up accounts to segregate the contingent liability 
from the undivided profits and have the proper accounts kept thereafter as the 
regular monthly routine. If this had been done it would seem to us, at least, 
that there would have been no more probability of interpreting this excess 
collection of fares as income than there is in considering the liability for out- 
standing tickets as income. 


SUMMARY OF RECENT RULINGS 


Appreciation in the value of property received as a gift, to the extent of the 
difference between the value when received and the price for which sold, is 
taxable under the act of 1913. 

A claim for interest on the portion of over-assessment refunded before suit 
for refund on the entire amount was brought, will not lie, where no claim for 
refund was made prior to the suit for refund and the original pleadings did not 
contain a claim for refund and were not amended to embody such claim during 
the trial. (Circuit court of appeals, John Barnett Rice v. Mark Eisner.) 

Section 240 (b) of act of 1918, requiring a consolidated return in certain cases, 
is constitutional, and the term “substantially all the stock” is sufficiently 
definite. (United States district court, W. D., Pennsylvania, United States v. 
Harry Whyel and George Whyel.) 

Income of lessee of oil lands of Osage Indians may not be taxed as he is the 
government’s agent in operating its ward's land, and as general acts of congress 
do not apply to Indians unless such intention is clearly manifested. (Circuit 
court of appeals, third circuit, Lewellyn, former collector, v. The Colonial Trust 
Co., executor.) 

Taxes collected under threat of distraint after statutory period of limitations 
may be recovered by taxpayer. (United States district court, W. D. Kentucky, 
Ten Broeck Type Co. v. Robert H. Lucas, collector.) 

Suit for refund may not be brought unless timely claim has been filed with 
the commissioner under sections 1112 and 1113, and government is not estopped 
to assert limitations by statements of revenue agent. (United States district 
court, W. D. Pennsylvania, Daniel Ritter v. United States.) 

United States need not secure judgment against a dissolved corporation be- 
fore proceeding against stockholders to recover income and profits taxes, al- 
though state laws permit such a judgment, since judgment would be useless. 
(United States district court, S. D., New York, United States v. Fairall et al.) 

Doubts both as to law and facts, must be resolved in favor of taxpayer, and 
the evidence was held insufficient to prove a transfer in contemplation of death 
or to take effect at death. (United States district court, S. D. California, Mary 
B. Norris and Luch B. Ross v. Goodcell, collector.) 


TREASURY RULING 
(T.D. 3979, February 12, 1927) 


ARTICLE 1523: Personal-service corporations. 
Income and excess-profits taxes—Revenue act of 1918—Decision of 
court of claims 


1. CoRPORATIONS—PERSONAL SERVICE 

A corporation engaged in selling goods on commission is not 
entitled to be taxed under section 303 of the revenue act of 1918 
unless the business can be segregated into distinctly separate units, 
one a personal-service unit as defined in section 200 and the others 
employing capital. 
2. SAME—EVIDENCE 

The record must furnish convincing proof that the alleged per- 
sonal-service branch is capable of distinct separation from its other 
sources of income and meets exactly the requirements of section 
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3. CAPITAL—GUARANTEE—ACCOUNTS 


The guaranteeing of customer’s accounts whereby payment for 
purchases made is secured involves the employment of capital. 


4. SAME—REGULATIONS 


Article 1529 of Regulations 45, denying personal-service classi- 
fication unless at least 80 per cent. of the stock of the company is 
held by those regularly engaged in the active conduct of its affairs, 
is approved. 

The following decision of the United States court of claims in the case of 
J. H. Lane & Co., Inc., v. United States is published for the information of in- 
ternal-revenue officers and others concerned. 


Court oF CLAIMS OF THE UNITED STATES 
J. H. Lane & Co., Inc., a corporation, v. The United States 


[December 6, 1926] 
OPINION 


Booth, judge, delivered the opinion of the court. 

The action in this case is the result of differences of opinion between the 

intiff and the commissioner of internal revenue as to the sections of the 
internal-revenue laws of 1918 and 1919 under which the plaintiff's income, 
war, and excess-profits tax should be computed. No jurisdictional questions 
are involved and the amount in dispute is $322,079.16. The case is one of 
importance. 

he revenue act of 1918 (40 Stat., 1059) provides in part as follows: 

“The term ‘ personal-service corporation’ means a corporation whose income 
is to be ascribed primarily to the activities of the principal owners or stock- 
holders who are themselves wey engaged in the active conduct of the 
affairs of the es and in which capital (whether invested or borrowed) 
is not a material income-producing factor; but does not include any foreign 
corporation, nor any corporation 50 per centum or more of whose gross income 
consists either (1) of gains, profits or income derived from trading as a prin- 
cipal, or (2) of gains, profits, commissions, or other income, derived from a 

vernment contract or contracts made between April 6, 1917, and November 

1, 1918, both dates inclusive.” 


Section 303 of the same law (40 Stat., 1089) is as follows: 


“That if part of the net income of a corporation is derived (1) from a trade 
or business (or a branch of a trade or business) in which the employment of 
capital is necessary, and (2) a part (constituting not less than 30 per centum 
of its total net income) is derived from a separate trade or business (or a 
distinctly separate branch of the trade or business) which if constituting the 
sole trade or business would bring it within the class of ‘personal-service cor- 
porations,’ then (under regulations prescribed by the commissioner with the 
approval of the secretary) the tax upon the first part of such net income shall 
be separately computed (allowing in such computation only the same propor- 
tionate part of the credits authorized in sections 311 and 312), and the tax 
upon the second part shall be the same percentage thereof as the tax so com- 
puted upon the first part is of.such first part: Provided, that the tax upon such 
second part shall in no case be less than 20 per centum thereof, unless the tax 
upon the entire net income, if computed without benefit of this section, would 
constitute less than 20 per centum of such entire net income, in which event 
the tax shall be determined upon the entire net income, without reference to 
this section, as other taxes are determined under this title. The total tax 
computed under this section shall be subject to the limitations provided in 
section 302.” 

The plaintiff is a New York corporation with a paid-up capital stock of 
$1,400,000, divided into 14,000 shares of the par value of $100 each. Its place 
of business is New York City. The business of the plaintiff from which it 
derives income is conducted in the following manner: With 23 cotton mills it 
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has contracts to sell their output upon the basis of a commission of 4 per cent. 
of the purchase price. With a few of the mills the contracts are in writing; 
with the others it is not so; but the plaintiff concedes that for all the mills 
its obligations are identical—whether in writing or oral. At the beginning of 
a season when markets for the mills’ products are available the mills quote to 
the plaintiff their fixed prices. From these prices plaintiff may not deviate. 
The plaintiff, through its organization, finds the buyers, and from them ob- 
tains contracts to purchase. Contracts of purchase were made out in triplicate, 
one copy for the purchaser, one for the mills and one for the plaintiff. 

The goods embraced within a contract of purchase were shipped directly 
from the mills to the purchaser, the plaintiff being advised of this fact. Pay- 
ments for the merchandise so shipped were made to the plaintiff and by it 
remitted, less commission, to the mills, the plaintiff guaranteeing to the mills 
the payment in full of the purchase price. The terms of sale fixed by the mills 
were usually cash, with an allowed discount of 2 per cent. if paid within 10 days 
from receipt of shipment. The plaintiff in the course of its dealings with the 
purchasers quite frequently advanced to them a sufficient sum of money to 
pay their bills and either taking advantage of the 2 per cent. discount allowed 
or charging interest for the advancement. Sometimes it so happened that a 
purchaser of the product of the mills required merchandise of a character the 
mills could not supply. In order to meet this emergency the plaintiff went 
into the open market, procured the desired merchandise, and itself sold it to 
the at a profit. 

The mills on occasions needed financial assistance at the beginning of a 
season. When so in need the plaintiff loaned to them the sums sought and 
collected interest for the loan. The plaintiff also derived income from stock 
investments, liberty-loan bonds, and interest upon bank deposits. 

The plaintiff is a close corporation, its stockholders of a limited number, in 
virtue of an express agreement between them whereby an option to purchase 
is granted to the remaining members in the event of the death or voluntary 
retirement of an owner. Its stock is not listed on the stock exchange and not 
offered for public sale. Fourteen stockholders owned an aggregate of 70 per 
cent. of the capital stock, and it is conceded by the defendant that the owners 
of 0.662 of the stock in 1918 and 0.744 in 1919 were regularly engaged in the 
active conduct of its business. 

Plaintiff seeks, for taxation purposes, classification under section 303 
(supra) as a part personal-service corporation in which invested capital is not 
a material income-producing factor and a part capitalized corporation in which 
invested capital is not only employed but necessary. In order to meet the 
requirements of the statute plaintiff contends that its business activities are 
capable of distinct separation into distinct branches of a trade or business, and 
proof is adduced to support an allegation that the corporation is divided into 
the following distinct and separate branches, viz: 

“1. Personal-service branch, not requiring the use of capital, to wit: Sell- 
ing as agent on acommission. 2. Buying and selling on its own account, i. e., 
trading. 3. Interest received upon advances to mills. 4. Unearned or for- 
feited discounts. 5. Interest on bank deposits. 6. Allocation of part income 
to guarantee feature of its contracts.” 

It is to be observed that all of the alleged separate branches require the use 
of invested capital. As to the alleged personal-service branch, the argument 
is that the small allocation of invested capital to this activity is not a material 
income-producing factor. Invested capital performs a necessary and indis- 
pensable part in producing income as to the remaining branches. 

The plaintiff's system of accounting, reflected in bookkeeping, disclosed the 
income received from its various sources, but did not disciose an allocation of 
invested capital to any one or more of its alleged branches. Prior to making its 
claim for a refund of taxes claiming an assessment on the basis set out therein, 
an expert tax accountant was employed, and to him the plaintiff exhibited 
its correct accounts, showing gross income from each source, and from these 
figures the accountant allocated $1,089,913.30 for 1918 and $1,595,159.72 
for 1919 of plaintiff’s net income to business in which invested capital was not 
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a material income-producing factor and $445,375.77 for 1918 and $433,309.11 
for 1919 to business requiring the use of invested capital, allocating $100,000 
of the plaintiff's invested capital to its alleged personal-service branch and the 
entire balance to its alleged branches requiring capital. 

Section 303 (supra) is not a tax-exempting statute. It is no more than a 
legislative recognition of the existence of corporations wherein personal service 
and invested capital do each produce income capable of segregation. Dis- 
tinctly personal-service corporations were entirely exempt from income taxation 
under section 200 (supra), and congress extended to corporations, wherein its 
personal-service branch was distinct and separate from a branch or branches 
of its trade employing invested capital, a substantial reduction in rate rather 
than total exemption from income taxation. 

The defendant first challenges the plaintiff's contention with an assertion 
that it was not engaged in a trade or business having separate and distinct 
branches within the meaning of section 303 of the revenue act of 1918. The 
question is a vital one. 

The record must furnish convincing proof that the alleged personal-service 
branch of the plaintiff's business is capable of distinct separation from its 
other sources of income and meets exactly the requirements of section 200 
(supra) of the revenue law defining a personal-service corporation. The 
interposed defense may only be overcome by sufficient proof that the income 
allocated to the personal-service feature is due primarily to the activities of 
the principal owners or stockholders regularly engaged in the active conduct 
of the affairs of the corporation and not to invested capital to any material 
extent. That this is obvious and indispensable appears from the express pro- 
visions of section 303, wherein congress, in pointing out the degree of segr 
— necessary to establish a personal-service branch of a corporation, caatie 

nguage: 

a separate trade or business (or a distinctly separate branch of the trade 
or business) which if constituting the sole trade or business would bring it 
within the class of ‘ personal-service corporations.’’’ 

The plaintiff's organization and single business enterprise was to earn income 
Prieene 4 commissions on sales of merchandise—a commission house. When 
incorporated it capitalized for $1,400,000. In 1918 its conceded statutory in- 
vested capital was $2,623,271.37. In 1919 it had attained the amount of 
$3,019,192.04. Therefore, it is indisputably evident from the plaintiff's own 
record that the corporation, when regarded capital as n 
to its business, and subsequent events have demonstrated the wisdom of its 
presence. Manifestly it was not the intention of the corporation to depend 
upon the personal service of its stockholders exclusively for returns from its 
business as a whole. Having at all times available an abundance of capital, 
the plaintiff was able to adopt a business policy whereby as an inter i 
between the mills, its chief source of income, and its customers, to whom it 
sold their products, it could with profit extend accommodations, sporadic and 
temporary favors, incidental to and directly connected with the main object of 
its incorporation, and thereby retain the trade of both angles of its business, 
and supplement the same with additional customers. 

The plaintiff did not hold itself out to the business world as a money lender, 
nor as a merchandising corporation. It did not deal with the public generally 
in this respect. To its own customers, a limited class from whom it derived 
its substantial and yearly income by way of commissions, it extended these 
accommodations, and to no others. There is no evidence in the record that the 
plaintiff cultivated this alleged special trade, nor maintained separate and 
distinct organizations to attend to it. True, as plaintiff's commission busi- 
ness expanded, this source of income expanded along with it, an incidental 

evelopment, one that follows naturally from the inseparable connection of 
thetwo. As one grew the other grew in proportion thereto. The plaintiff was 
and is essentially a commission house, not dependent upon the personal service 
of its stockholders exclusively for income, but combining therewith invested 
capital of sufficient proportions to single it out from a distinct and purely per- 
sonal-service corporation, and attract to it business a corporation not so 
situated might be unable to obtain. 295 — :; 
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The so-called branches of its business, so sedulously insisted upon, were not, 
within the contemplation of the revenue law, separate and distinct enter- 
prises; they were, as the defendant observes, ‘‘sources of income,’ incidental 
activities, suggested by and inseparably a part of a commission business, the 
identical activities which in the very nature of the enterprise in hand would 
suggest themselves to a sagacious manager of a commission house. In keep- 
ing its books it never occurred to the plaintiff that its business embraced five 
distinct and separate branches, for its accounts were not so kept, and it re- 
quired the services of an expert to make an allocation of income thereto. The 
plaintiff treated the various features of its business policy as merely supple- 
mental and subsidiary to its unified business purpose. 

The plaintiff's contention is vulnerable in this respect from other points 
of view. It is admitted that the guarantee given by the plaintiff to the mills, 
whereby payment for purchases made is secured, involves the employment of 
capital. As a matter of fact, the plaintiff's expert ascribes $266,512 in 1918 
and $266.929.88 as commission income derived from this source. The basis for 
this conclusion is one-half of 1 per centum of plaintiff's total sales made for 
the mills less the total of its merchandise sales and a special commission 
included therein. Possibly this computation is the best obtainable under the 
circumstances, but clearly it is hypothetical, and along with the allocation of 
$100,000 of the company’s invested capital to the commission business more or 
less arbitrary. A sound financial commission house obligates itself to guar- 
antee some of its customers against loss. The customers thus guaranteed 
patronize the concern to the extent of very large sums, from ‘which the corpo- 
ration realizes most substantial profits in commissions. 

Is it within the range of exact computation or even measurably accurate 
estimates to SS in dollars and cents the amount of income chargeable 
alone to this business policy? Wethink not. Is it logical to conclude that an 
obligation thus assumed in some instances in the written contracts, which in 
terms fixes the commissions to be paid for the service to be rendered, and the 
corresponding obligations of the broker, that the plaintiff was segregating its 
commission business into branches, one of which was this guarantee? The 
mills turned over their products to the plaintiff to sell for them, induced in 
part so to do because they could rest secure in the knowledge that the pur- 
chase price would be paid to them, if not by the purchaser then by the plaintiff. 
The plaintiff did not have written contracts with many of the mills, and much 
is made of this fact; but irrespective of this, the plaintiff dealt with all of its 
customers on the same basis and observed this obligation, whether in writing 
or otherwise. Of exactly the same nature and consequence was the plaintiff's 
policy of loaning money to its customers to whom it sold the products of the 
mills. To retain both the mills and the purchasers was essential to its enter- 


se. 
The plaintiff purchased cotton goods in the open market and held them for 
sale to such of its customers as could not fully supply their needs from the 
mills. In this respect the plaintiff acted upon its own account, and doubtless 
instituted the policy to maintain a relationship with the purchasers whereby 
they could be assured that all their business needs could be supplied by the 
—— and thus forestall the necessity of patronizing other commission 
ouses. Assuredly the income realized from this source designates it as a 
mere adjunct to the plaintiff’s main efforts. The plaintiff under no possible 
circumstances depended upon this source of income for profits. It was not 
setting itself up as a aaeendiolins corporation or a part merchandising and 
part personal service. The intended purpose was to retain patronage to the 
end of realizing profits from personal service, the adoption of business policies 
sufficiently attractive to bring to the company its large and growing commis- 
sion business. 
It is hardly necessary to indulge comment upon the remaining alleged 
branches of the plaintift’s business. Interest on government bonds and on 


bank deposits classify themselves. The language of the statute, evidenced by 
the precision with which it speaks, seems to clearly exclude from its terms a 
corporation whose business may not be segregated into the distinctly separate 
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units, “mg a personal-service unit under section 200 and the others employing 
capital. 

t is scarcely probable that congress was intending to reach a corporation 
so organized that the division and allocation of its income to its various 
activities depend upon arbitrary, obscure and hypothetical computations. 
To a situation wherein the plaintiff concedes that the allocations made are 
more favorable to the government than to the plaintiff, a concession which 
admits inaccuracy, certainly the government has no lawful right to exact 
more than is lawfully due. The revenue law requires a degree of certainty, 
to say the least. Surely congress was not providing for doubtful situations 
and extremely technical cases. A separate trade or business or a distinctly 
separate branch of the trade or business ought not, under ordinary circum- 
stances, be difficult to identify. In the first enumeration the way is clear. 
In the second the word ‘‘distinctly” imports a trade or business disconnected 
with any other distinct trade or business making up the enterprise. It does not 
include the adoption of a concerted business policy of a corporation, employ- 
ing various activities incidental to and inseparably intertwined with its main 
business, the purpose of which is to attain the success of the principal and 
unified business of the corporation. 

The mere fact that income accrues from the activities so mentioned is not 
of itself sufficient to sustain a separate and distinct branch of the business. 
The income, like the activity, is incidental. It is not the source from which the 
corporation contemplates its real profits from which to pay dividends and 
accumulate a surplus. On the contrary, it is but a contributing factor toward 
the maintenance and support of the business the corporation was originally 
organized to conduct. In other words, within the plaintiff's own prescribed 
circle all the resources at its command were utilized to and did develop a 
most successful brokerage business, the identical and single object of its in- 
corporation. As was said by the court in Matteson Co. v. Wilicuts (12 Fed. 
(2nd), 447): 

“|. . Every corporation has full control of its own activities. It knows 
what the requirements of a personal-service corporation are. It may comply 
therewith and easily keep within the limits thereof if it so choose, or it may 
not if it otherwise prefers. If it does not fairly observe and keep within the 
requirements of the law, it should not claim the benefits which the law confers. 
To nearly comply with the law, or to come within hailing distance thereof, is 
not enough.” 

A pointed illustration of a corporation engaged in distinct and separate 
branches of a trade or business is found in the following cases: Fidelity & 
og Co. of Maryland v. United States (259 U. S. 296 [T. D. 3356, C. B. I-2, 
347]); Malley v. Old Colony Trust Co. (299 Fed., 523, 527). 


Article 1525, regulations of the commissioner, reads as follows: 


“In order that a corporation may be deemed to be a personal-service cor- 
poration its earnings must be derived principally from compensation for per- 
sonal services rendered by the corporation to the persons with whom it does 
business. Merchandising or trading either directly or indirectly in commodi- 
ties or the services of others is not rendering personal service. Conductin 
an auction, agency, brokerage or commission business strictly on the basis o 
a fee or commission is rendering personal service. If, however, the corpora- 
tion assumes any such risks as those of market fluctuation, bad debts, failure 
to accept shipments, etc., or if it guarantees the accounts of the purchaser or 
is in any way responsible to the seller for the payment of the purchase price, 
the transaction is one of merchandising or trading, and this is true even 
though the goods are shipped directly from the producer to the consumer and 
are never actually in the possession of the corporation. The fact that earnin 
of the corporation are termed commissions or fees is not controlling. The 
fact that a commission or fee is based on a difference in the prices at which 
the seller sells and the buyer buys raises a presumption that the transaction 
is one of merchandising or trading, and it will be so considered in the absence 
of satisfactory evidence to the contrary.” 
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The remaining obstacle to plaintiff’s right of recovery, as disclosed by the 
record, is found in the fact that it is not entitled in any event to classification 
as a personal-service corporation within the terms of section 200 of the revenue 
law—i. e., the plaintiff's alleged commission branch, even if it constituted its 
sole business, does not meet the requirements of the law. Section 200 (supra) 
of the revenue law prescribes three positive essentials before a corporation 
may be classified as one depending upon personal service for its income: (1) 
The principal owners or stockholders must be regularly engaged in the active 
conduct of the affairs of the corporation, (2) the corporation’s income must be 
ascribed primarily to the activities of such principal owners or stockholders, 
and (3) capital must not be a material income-producing factor. 

The defendant concedes, as shown in finding XV, that the principal owners 
of 0.662 in 1918 and 0.744 in 1919 of the plaintiff's capital stock were regularly 
engaged in the active conduct of the affairs of the corporation. Article 1529 
of the commissioner of internal revenue regulations provides: 

“No definite percentage of stock or interest in the corporation which must 
be held by those engaged in the active conduct of its affairs in order that they 
may be deemed to be the principal owners or stockholders can be prescribed 
as a conclusive test, as other facts may affect any presumption so established. 
No corporation or its owners or stockholders shall, however, make a return in 
the first instance on the basis of its being a personal-service corporation unless 
at least 80 per cent. of its stock is held by those regularly engaged in the 
active conduct of its affairs.”’ 

It declines the receipt of a corporation’s return, in the first instance, on the 
basis of personal-service classification unless at least 80 per cent. of its stock is 
held by those regularly engaged in the active conduct of its affairs. The 
plaintiff vigorously assails the validity of the foregoing regulations, asserts it 
to be unwarranted and arbitrary, contrary to the statute, and an apparent 
attempt to engraft terms into the law omitted by congress. With this con- 
tention we are disinclined to agree. The inherent structure of a personal- 
service corporation, one within the terms of the statute, compels an active and 
regular service from its principal owners or stockholders. The statute itself 
fixes limitations; ‘‘ principal owners or stockholders” certainly contemplates 
that a personal-service corporation must depend upon income from service from 
this source. 

Stockholders may not profit from its return without distinct contribution in 
active service to their production. How this shall be ascertained is not 
definitely set forth in section 200 (supra), but in section 303 (supra), the act 
under which plaintiff claims, it is expressly provided that the tax imposed 
shall be computed “‘ under regulations prescribed by the commissioner with the 
—- of the secretary.’”’” The supreme court said, in United States v. 

rimaud (220 U. S., 506, 520): 

“The legislature can not delegate its power to make a law, but it can make 
a law te delegate a power to determine some fact or state of things upon 
which the law makes, or intends to make its own action depend. To deny this 
would be to stop the wheels of government. There are many things upon 
which wise and useful legislation must depend which can not be known to the 
lawmaking power, and must, therefore, be a subject of inquiry and determina- 
tion outside of the halls of legislation.” 

In addition, the regulation challenged does not irrevocably fix as a deter- 
minative factor a specific percentage of stock ownership. The bureau rec- 

nizes that the statute does not definitely refer to any fixed figures as a con- 
clusive test in this respect, and all that regulation itself does is to provide for 
“first instance’’ return, leaving open the question of final determination and 
an avenue for other contentions and claims. 

The plaintiff's income is not to be ascribed primarily to the activities of its 

rincipal stockholders. On the contrary, as heretofore discussed, invested and 
rrowed capital played an exceedingly important part in producing returns. 
It would be more than difficult to hold, in view of the findings, that without 
the large sums of invested capital constantly available the personal service of 
the stockholders would have resulted in the income realized. That the in- 
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vested capital of plaintiff's company was a material income-producing factor is 
not alone disclosed in the preceding discussion, but clearly appears from the 
income realized from this source. 

The purpose of exempting a strictly personal-service corporation from income 
taxes was to place them in a similar status with partnerships so engaged. 
Congress, by section 303, in extending a limited exemption to a part personal- 
service and a part capitalized corporation, carefully prone d privilege, 
by entailing upon the corporation claiming it the positive necessity of a ‘de. 
tinct separation of its personal-service branch from its other branches in such 
a way as to meet the statutory requirements of section 200. However difficult 
it may be to segregate a going business concern into the parts required, it must 
be done if the right is to prevail. There are no border-line cases. They must 
be within or without the law. Industrial corporations employ capital, and if 
they combine as separate and distinct a personal-service business along with 
the other business operations, the scope of activities must be capable of bein 
broken up into units and not overlap, so that the commissioner of interna 
revenue may not have non-solvable difficulties in untangling one from the other. 

The principal owners or stockholders, it seems to us, are required to give 
substantially all their time to the personal-service branch. Capital is to be an 
unimportant factor employed in a merely incidental way toward the pay- 
ment of overhead expenses and not yielding appreciable income. Why, in this 
very case, if we are to accept the computations offered by the plaintiff, $100,000 
of a statutory invested capital of $3,019,192.04 is allocated to the commission 
business yielding an annual profit in excess of $1,600,000 yearly, averaging at 
least 72 per cent. of the plaintiff’s total net income, and the remaining $2,919,- 
192.04 of invested capital allocated to branches producing not to exceed 28 

r cent. of its total net income. The growth of the plaintiff's commission 

usiness, the company’s goodwill and financial status in the business world is, 
it seems to us, a complete refutation that it was aught else than a commission 
house, employing its substantial capital in its commission business. 

It follows that the petition should be dismissed. And it is so ordered. 
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AMERICAN INSTITUTE EXAMINATIONS 


(Note.—The fact that these answers appear in THE JOURNAL OF ACCOUNT- 
ANCY should not lead the reader to assume that they are the official answers of 
the board of examiners. They represent merely the persona! opinions of the 
editors of the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—PanrtT II (continued) 
November 19, 1926, 1 Pp. M. to 6 P. M. 


The candidate must answer all the following questions: 
No. 3 (20 points): 

Having been appointed to ascertain the financial condition of Snow, Frost 
& Co., stockbrokers, as at June 30, 1926, you and your staff attended the office 
of this concern at the close of business on the date aforesaid. 

The cash and securities on hand (both in the office and safe-deposit vault) 
were counted and listed and details secured regarding securities in transfer, 
securities deposited as collateral for loans, those held by other brokers for the 
firm’s account and those held as margin for customers’ accounts as well as 
customers’ ‘‘short”’ commitments. 

All these data have since been verified by you. 

The books of the firm have been closed, under your direction, as at June 30, 
1926, the general ledger showing the balances as follows: 


Customers’ 1,450,000 

Partners’ capital and undivided profits................ 390,750 


The securities, above mentioned as verified, have been valued at ‘‘market”’, 
as at June 30, 1926, and relative to such valuation, the following facts have 
been ascertained: 


Value of securities in office and vault......................... $176,000 
‘<sidaines “i deposited as collateral for bank loans......... 190,000 
sila ~ held by other brokers for the firm’s account... 1,955,000 


An analysis of the customers’ accounts and a comparison with the value of 
securities held as margin therefor together with the a of customers’ “‘short”’ 
commitments, disclosed the following facts: 

(1) The firm held as collateral for customers’ accounts with ledger debit bal- 
ances amounting to $1,337,500, securities having a market value of $1,787,000. 

(2) The firm held as collateral for customers’ accounts with ledger debit 
balances amounting to $110,000, securities having a market value of $90,000. 

(3) Customers’ accounts with ledger debit balances amounting to $2,500 
were unsecured. 

(4) Customers with ledger credit balances amounting to $7,500 owed the 
firm, on account of ‘‘short”’ sales, securities having a market value of $9,000. 

(5) Customers with ledger credit balances amounting to $42,500 owed the 
firm, on account of ‘‘short”’ sales, securities having a market value of $32,500. 
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(6) Customers’ accounts with ledger credit balances amounting to $30,000 
had no “short” commitments. 

(7) There were included in the securities deposited as collateral for bank 
loans, those having a market value of $5,000 which belonged to customers who 
had no ledger balances. 

From the foregoing, you are required to prepare a balance-sheet setting forth: 

(a) The financial condition of the firm as appearing by its general ledger 
accounts before adjustments. 

(b) The adjustments resulting from the valuation of the securities accounted 
for and verified in your examination. 

(c) The firm’s financial condition after all such valuations and adjustments. 


Solution: 

The financial condition of Snow, Frost & Co. as appearing by its general 
ledger accounts before adjustments is shown by the following balance-sheet : 
Snow, Frost & Co. 

Balance-sheet 


(Before adjustments for market valuations) 
June 30, 1926 


Assets Liabilities and Net Worth 
$75,000 Loans payable to banks.. $145,000 
Advances to salesmen. . . 750 Due other brokers...... 1,400,000 
Securities, owned....... 400,000 Customers’ credit bal- 
Customers’ debit balances 1,450,000 80,000 


Stock-exchange seat... . . 90,000 Net worth: 
a Partners’ capital and 
undivided profits... 390,750 


$2,015,750 $2,015,750 


However, the problem requires that there be prepared a balance-sheet setting 
forth: 
(a) The financial condition of the firm as appearing by its general ledger 
accounts before adjustments. 
(b) The adjustments resulting from the valuation of the securities accounted 
for and verified in your examination. 
(c) The firm's financial condition after all such valuations and adjustments. 
In the absence of complete information as to the value of the assets other 
than securities owned, or as to liabilities or accrued or deferred items not 
appearing in the general ledger accounts, the only adjustment which can be 
made in the accounts is one to record the market value of securities owned as 
of June 30, 1926. This adjustment would require the following journal entry: 
To adjust book value of securities owned to 
market value as of June 30, 1926. 


Other adjustments may, of course, be made in the working papers in order 
to show the composition of certain accounts. 

In order to comply with the requirement that these adjustments, together 
with a statement of financial condition before and after giving effect thereto, 
be set forth in a balance-sheet, recourse is had to the form known as a working 
balance-sheet, which follows: 
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No. 4 (23 points): 

Company X, a close corporation, has $200,000 fully paid common stock of 
which $150,000 was owned by A. Other capital stock of the company is 
$1,000,000 six per cent. cumulative non-voting preferred. 

A died in 1920 and, by will, appointed B trustee with authority to continue 
the investment in the common stock of company X and to divide the net 
income from dividends among his four children during their lives. 

C, one of the beneficiaries, learns that although the company has ample 
working capital and has been making large profits, these profits are not dis- 
tributed. He so informs the trustee, B, who calls upon you to investigate. 

You obtain the following information: 

Prior to 1921, the four managers and directors of the corporation each 
received $15,000 per annum for services, and any balances of profits remainin 
after the payment of dividends were carried to surplus account. The boar 
of directors remained the same but in 1921 and later years the balances of net 
profits were carried forward in the profit-and-loss account. 

At each annual meeting of stockholders, from 1921 to 1925 inclusive, reso- 
lutions were adopted granting the following additional remuneration to the 
board of directors for equal division: (a) a commission on the net profits of 
each separate year, after payment of the directors’ salaries, at the rate of 24% 
on the first $100,000 or part thereof; 5% on the next $100,000 or part thereof, 
and 744% on any excess; (b) a bonus of 5% on the amounts available for 
dividends at the end of each year after payment of directors’ salaries and 
commissions. 

The net profits for the five years, after making provision for reserves and 
depreciation but before charging directors’ salaries or commissions, were: 


215,000 
245,000 


In each of the five years, 6% was paid on the preferred and 10% on the 
common stock. 

Prepare a brief but comprehensive report including a statement setting forth 
the amounts paid in each of the five years to the board of directors and to the 
two separate classes of stockholders. 


Solution: 

It is necessary, in the solution of this problem, to ascertain the amount of 
net profits available for distribution as dividends on the common stock. 
To do so requires information on two points: first, the nature of the reserves 
provided, and second, whether or not the preferred stock has any participating 
provisions. 

As to the first point, the wording of the problem that the net profits given 
are “after making provision for reserves and depreciation” gives rise to the 
suspicion that the reserves may be those, such as sinking-fund reserves, reserves 
for contingencies, etc., properly provided by charges to surplus or undivided 
profits rather than by charges to profit and loss. Of course, the reference may 
be to reserves for bad debts, reserves for taxes, or other reserves ordinarily 
created by charges to profit and loss. However, the amount of the provision 
for reserves each year is not stated, so it would not be possible to adjust the 
stated net profits even if it were known that the reserves were those which 
should be provided by charges to undivided profits or surplus. It is, therefore, 
assumed in this solution that the provisions for reserves were proper charges 
to profit and loss. 
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The question as to whether or not the preferred stock may have any rights of 
participation in earnings, in excess of the six per cent. dividend, is decided by 
assumption, for the purpose of this solution, in the negative. The extent of 
participation would need to be known in order to determine the amount 
available for dividends on common stock. The fact that dividends of only 
six per cent. per annum have been paid on the preferred stock while dividends 
of ten per cent. per annum have been paid on the common stock and a large 
part of the profits have been retained in the business as surplus (though carried 
in the profit-and-loss account) tends to support the assumption that the 
preferred stock is non-participating. 

The working papers on page 305, show, for the five years, the disposition of 
the net profits before charging directors’ salaries or commissions. 


The report follows: 
Mr. B, Trustee, 
Estate of A, Deceased. 
DEaR Sir: 

As instructed by you, we have made an investigation of Company X for the 
purpose of ascertaining the disposition made by that company of its net profits 
for the five years 1921 to 1925, both inclusive. 

Net profits for the five years after making provision for reserves and depre- 
ciation but before charging directors’ salaries or commissions were as follows: 


The summary on page 306 shows for each year, 1921 to 1925, both inclusive, 
and for the five years taken together, the amounts and percentages of such 
net profits: 


1. Paid to directors as salaries. 

. Paid to directors as commissions and bonuses. 
. Available for dividends. 

. Paid as dividends on preferred stock. 

. Available for dividends on common stock. 

. Paid as dividends on common stock. 

. Retained in the business. 
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For the entire five-year period the disposition of net profits may be expressed ‘i 
in the form of percentages as follows: Percentage of ; 
Net profits Amount 
betore available 
directors’ Amount for 
salaries available dividends i 
and com- for on common 4 
Amount missions dividends stock { 
Net profits before directors’ salaries and q 
Paid to directors: 
$300,000.00 24.47 
Commissions and bo- 
79,265 .00 6.47 
Net profits available for dividends .... . $846,735.00 69.06 100.00 
Dividends on preferred stock......... 300,000 .00 24.47 35.43 d 
Balance of net profits available for divi- ‘ 
dends on common stock........... $546,735.00 44.59 64.57 100.00 
Dividends on common stock......... 100,000 .00 8.16 11.81 18.29 ; 
Balance of net profits retained in the t 
$446,735.00 36.43 52.76 81.71 


From the foregoing tabulation it will be seen that the net profits for the five- 
year period before charging directors’ salaries or commissions were distributed 


as follows: } 
Dividends to preferred stockholders................... 24.47% i 
Dividends to common stockholders. .................. 8.16% 
100.00% 


It will also be noted that dividends paid on the common stock during the 
five-year period were: 
8.16% of net profits before directors’ salaries and commissions. 
11.81% of net profits available for dividends. 
18.29% of net profits available for dividends on common stock. 7 


Based on the par’ value of $100 (assumed) a share, the amounts earned and 


dividends paid per share of common stock were as follows: 
Percentage of 
Dividends paid dividends paid { 
Earned per per to amounts 4 
Year common share common share earned per share 
$56.93 $10.00 17.57 
54.67 10.00 18.29 
77.25 10.00 12.94 
$273.37 $50.00 18.29 
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(Here it would be appropriate to comment upon the factors mentioned 


below.) 
Yours truly, 


No reference has been made to federal income or profits taxes, but it is 
obvious that if the profits given are before provision therefor the amounts 
available for dividends and the amounts of profits retained in the business 
would be reduced by the amount of such taxes. 

Certain other factors would doubtless be investigated and commented upon 
in relation to the examination but information in regard thereto is not given 
in the problem. These factors are: 

(1) The company’s working-capital position. 

(2) The amount of additions to plant or other fixed assets or the amount of 

any reduction in bonded debt or other long-term liabilities. 

(3) The amount of surplus or undivided profits of the company. 

(4) The matter of possible agreements with creditors or preferred stock- 
holders imposing limitations upon the amounts which might be paid 
out as dividends on common stock. 

As to the first factor, the only information given in the problem is that 
contained in the statement, “C learns that although the company has ample 
working capital.” Granting that C’s information was correct, there is no 
indication that the condition described existed at any date other than at the 
close of 1925, and a satisfactory working-capital position at that time may 
have been due to the fact that during the five-year period there had been 
retained in the business profits earned during the period in the aggregate 
amount of $446,735. Of course, the company may have had ample working 
capital at the beginning of 1921 and the increase therein as a result of profits 
may have given the company working capital in excess of its reasonable require- 
ments. On the other hand, the increase throughout the period may have been 
no more than sufficient to meet a need for increased working capital due tc 
the expansion of the business or changed methods of merchandising. 

It may be, however, that the profits of the period were availed of for other 
purposes than the increase of working capital. This leads to a consideration 
of the second of the factors listed above. If there had been additions to plant 
or other fixed assets or any reduction of bonded debt or other long-term liabil- 
ities during the period and no new indebtedness had been incurred in relation 
thereto, the company’s ability to pay cash dividends would have been cor- 
respondingly limited. 

Regarding the third of the factors enumerated, the difficulty lies in the fact 
that the balance of surplus account at the beginning of the five-year period is 
not stated. Since some surplus is usually regarded as desirable, it might well 
be that the failure to pay any larger dividends during the period was entirely 
due to the fact that there was a very small surplus at the beginning of 1921. 
In that case the retention of earnings in the business might have been for the 
purpose of building up a surplus or undivided profits account to an amount 
deemed desirable. For example, had there been, at January 1, 1921, no surplus 
balance, the surplus at the end of 1921 after payment of dividends would have 
been only $93,850 and at December 31, 1925, would have been $446,735 
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without consideration of the possibility that amounts which doubtless were 
paid as federal income and profits taxes were charged against undivided profits 
or surplus (in this case the profit-and-loss account) and had not been deducted 
in arriving at the amount of net profits stated in the problem. 

It may be contended that the statement that the company “has ample 
working capital’’ overcomes any presumption as to a meagre surplus account 
at the beginning of 1921. However, the statement that “the company has 
ample working capital,” as stated before, appears to apply only to the situation 
at the end of 1925. Moreover, the possession of adequate working capital does 
not necessarily imply the existence of a surplus account. There may be a 
substantial surplus without sufficient, or indeed any, working capital, and 
adequate working capital may exist without any surplus whatever. Con- 
sequently, the ‘‘ample working capital,” to which reference is made may have 
been provided as a result of the original capitalization of the company or may 
be the result of bond issues, and in either case the desirability of building up a 
surplus account of reasonable size would still exist. 

As to the fourth factor, the problem does not state whether there may have 
been agreements with bondholders or other creditors or with preferred stock- 
holders limiting the amount payable in any year as common-stock dividends. 
Such agreements might have provided for the creation of sinking-fund reserves 
requiring provisions of such amounts as may have precluded the possibility 
of larger dividends to common stockholders; or the agreements may have 
limited the amount payable during the life of the bonds, for a certain period of 
years, or until a certain working-capital ratio was reached. 
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EXONERATION OF WILLIAM HENRY DENNIS 


Editor, The Journal of Accountancy: 

Str: To remain under indictment from the early part of the year 1922 until 
November 27, 1926, and then to receive full exoneration by the court has been 
the experience of William Henry Dennis, a certified public accountant of the 
state of New York, a former professor of accounting in the school of commerce, 
accounts and finance of New York University, and for some time a member of 
the state board of examiners. Although the newspapers carried front-page 
notices of his indictment, the report of his exoneration was not so prominently 
displayed. 

It is deplorable that a man of the personal and professional standing of Mr. 
Dennis should have been indicted without evidence of any wrong-doing, and 
that his good name should have remained under this cloud for so many years 
without an opportunity of having his standing judicially determined. It did 
not become necessary for Mr. Dennis to offer any proof in defense of the charges 
against him. The indictment was dismissed at the end of the government’s 
proof, and Judge Thomas D. Thacher of the United States district court for the 
southern district of New York held that the United States government had 
wholly failed to establish any wrongful act on the part of Mr. Dennis. Noone 
who knew Mr. Dennis doubted for a moment his innocence. 

Every member of the profession will feel a keen sense of personal satisfaction 
in knowing that Mr. Dennis has upheld in his own practice high standards of 
ethics which all of us endeavor to maintain. Mr. Dennis graduated from the 
school of commerce, accounts and finance of New York University in its first 
class of 1902, and in the same year obtained his certified public accounting 
license from New York state. He served for many years on the faculty of the 
university, and owing to the demands of his private practice, he retired from his 
professorship in the year 1912. Mr. Dennis faced the problem of organizing 
accounting instruction, and the methods which he developed were a significant 
contribution to education in the field of business. 

From 1914 to 1920 Mr. Dennis served as a member of the New York state 
board of examiners. He is a member of the New York State Society of Certi- 
fied Public Accountants, the American Institute of Accountants and the 
National Association of Cost Accountants. 

Yours truly, 
Joun T. MADDEN. 


New York, March 11, 1927. 


“A CONFUSION OF TERMS” 


Editor, The Journal of Accountancy: 

Str: There are a number of points in Professor Cole’s interesting article* in 
your March number, which it would be interesting to discuss. 

I am, for instance, less amazed at the difficulty which some business men find 
in interpreting financial statements to which he refers than the certitude with 


* A Confusion of Terms, by William Morse Cole. 
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which others interpret them and the undue significance they attribute to their 
interpretations. 

' Again, while I agree with Professor Cole that the significance of a reserve for 
depreciation is frequently misapprehended, I believe that far more misappre- 
hension arises in respect of the word “‘depreciation”’ than in respect of the word 
“reserve”. Professor Cole seems at times to be himself a victim of this 
misapprehension. The reserve for depreciation of plant in common practice is 
not an attempt to measure ‘‘overvaluation of assets.’”’ The treatment of 
depreciation is based not on valuation, but on exhaustion. Depreciation is 
frequently provided where values are increasing. 

My object in this letter is, however, merely to suggest a solution of the 
problem of ambiguity in the use of the word “reserve” different from that 
proposed by Professor Cole. 

The use of the term “‘reserve"’ for profits withheld from distribution is, I 
think, becoming less and less frequent in the United States. The practice of 
allocating practically the whole of the profits of a year, which is usual in Eng- 
land, is not ordinarily followed here. Where they appropriate part of the 
profits for dividends and carry a further sum to “general reserve”, leaving a 
small amount to be carried forward in undivided profits account we should 
ordinarily declare the dividend and allow the balance automatically to fall into 
surplus. The fact that surplus is unavailable for distribution in dividends and 
not intended to be so used is sometimes emphasized by showing it as “‘appro- 
priated surplus’’. It might be satisfactory and probably it would be easier to 
standardize the use of ‘appropriated surplus’”’ in the sense to which Professor 
Cole would restrict the word “reserve” and limit the word “reserve” to those 
uses to which he would apply the terms ‘“‘allowance” and “ provision’’. 

I can not agree with Professor Cole that such a use of the word “‘reserve”’ is 
incorrect. It is quite true that what he would call an allowance for deprecia- 
tion is not a reservation of profits, but it is a reservation nevertheless (if not of 
gross income at least of gross proceeds from sale), and there is no reason why a 
reserve should necessarily be a reserve of profits. One advantage of the course 
I have suggested is that a reservation of profits is a part of surplus, not some- 
thing distinct from surplus and is therefore most appropriately described by the 
use of the word “surplus” with a qualifying word or phrase which indicates in 
what respect it differs from the rest of the surplus. 

This leaves the term reserve available for the use in the sense in which it is, I 
believe, most commonly used in this country, a reservation out of the gross 
proceeds of past business to meet charges which will or may arise in the future 
out of that business. 

From the standpoint of history, convenience, practicability and psychology, I 
believe this line of distinction is preferable to the distinction suggested by 
Professor Cole. 

Yours truly, 
GeEorGE O. May. 


New York, March 14, 1927. 
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Book Reviews 


NO-PAR STOCK, by Cart B. Rossins. The Ronald Press Co., New York. 
228 pages. 


As the author of No-par Stock states, there are available few authoritative 
and no exhaustive discussions of the subject of his book. Under these condi- 
tions the present work would have been assured of a welcome if its modest 
origin and the somewhat restricted background of the author, so clearly indi- 
cated in the preface, had governed toa greater extent the author’s approach to 
the problem and his attitude toward those who have been called upon to deal 
with it. 

He does not discuss the problems in relation to contributions of capital in 
the form of property other than cash, which lie at the root of the difficulties in 
dealing with capital stock—with or without par value. Such questions arise 
as whether in any given case the property is itself the contribution to capital, 
or whether the capital is properly the value of the property at the time of con- 
tribution, and, if the latter, how the value is to be determined. These ques- 
tions and the practical difficulties that arise from the adoption of any given 
solution are outside the scope of the author’s work, although they constitute 
the major part of the problem of formulating rules in regard to capital which 
shall afford reasonable protection to investors and creditors without unduly 
hampering the conduct of business in the corporate form. 

The author emphasizes the distinction between stated capital, capital con- 
tributed and capital rights in liquidation, and his whole work is predicated on 
the assumption that what he terms the stated capital is the figure of paramount 
importance. 

“The amount of assets impounded for the security of corporate creditors is,” 
he says on page 20, “properly termed a corporation’s stated capital.” His 
discussion of the question is rendered more difficult by the terminology which 
he here adopts. Passing by the use of the word “impounded,” it is not at all 
clear why he should use the term “stated capital” in the sense indicated when 
it is used in other senses in the statutes, and when the concept would seem to 
be much more accurately described by some such term as “legal capital” than 
by the term ‘stated capital.” 

As a result of this unfortunate terminology we find the author on page 30 
defining the stated capital as being the stated capital plus something else. In 
the rule for determining the amount of ‘stated capital,’”’ one item of the aggre- 
gate of which he says it is composed is “the aggregate stated value of all stated 
value no-par shares which have been duly subscribed and any excess of the 
subscription values over the stated value that was intended to be devoted to 
capital uses, plus,” etc. (italics mine). 

A quotation from page 140 of the book will serve to indicate the author’s 
views, attitude and methods: 


“* Attitude of Accountants.—The astonishing thing about these fallacious 
methods is that they are supported by the largest and most reputable 
firms of certified public accountants. For one interested in the accounting 
profession, it is most trying on his tolerance to peruse a balance-sheet on 
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which no-par capital stock is carried at, say $1, and then to note that the 
accountant who compiled the balance-sheet has attached thereto an un- 
qualified certificate of its accuracy. Little wonder that such accounting 
practice has received this tart comment by Professor Ripley, ‘Did ever 
accountants heretofore subscribe to such a contradiction in terms. . . . 
Further comment upon such an accounting monstrosity—or shall we call 
it acrobatics—is superfluous.’ 

“The accountant who certifies that the stated capital of a corporation 
is, say, $100,000 and the surplus $25,000 when as a matter of fact the 
stated capital is $120,000 and the surplus is $5,000 is getting on danger- 
ous — He has certified to a falsehood and his position cannot be 
justified. 

““A large majority of the certified balance-sheets of no-par stock cor- 
ae are grossly inaccurate in their statements of surplus and stated 
capital. 

“The accountants have not intended a breach of professional ethics — 
although in fact they have committed as much—but they have acted in 
sheer ignorance of the facts.” 


Incidentally a portion of this quotation is a repetition of a paragraph to be 
found on page 135 except that the author's enthusiasm has increased enough 
to cause him to put the word large in front of the word majority. 

His earnestness is undeniable. He is so convinced of the validity of his 
method that he speaks confidently of falsehood, gross inaccuracy and breaches 
of professional ethics as necessary consequences of any failure to adopt it. 

Since the published accounts of important companies usually reflect the 
considered conclusions of accounting and other officers of the corporations, 
lawyers and perhaps bankers as well as the certified public accountants, the 
relatively limited experience of the author might have suggested the wisdom 
of less sweeping and more temperate statements. ; 

By what is doubtless an unfortunate coincidence the two cases cited on page 
140 both fail to support the criticism. Accountants are not alone in “acting 
in sheer ignorance of the facts.” 

The comment of Professor Ripley which is quoted with warm approval 
relates to a treatment of no-par-value stock which seems to be according to 
the author’s own tests, an exception to the general rule that the capital of 
no-par-stock corporations is inaccurately stated. On page 4 he says, “‘A cor- 
poration which has true no-par shares may accumulate a paid-in surplus by ex- 
pressing an intent in the subscription contract’’ and that when this precaution 
has been taken ‘‘accountants may assume that the express intent of the parties 
governs and proceed accordingly in setting up the stated capital and premium 
surplus on the books of the corporation.” Neither he nor Professor Ripley 
suggests that in the case alluded to the accountants followed any other proce- 
dure. Professor Ripley’s criticism was that it was inherently absurd to show 
at $1 the capital stock which was entitled on liquidation to $100, and it is 
strange that Mr- Robbins should echo and endorse Professor Ripley’s criticism, 
though at the same time insisting that there is no relation whatever between 
the amount to which the stock is entitled on liquidation and the figure at which 
it should appear on the balance-sheet. 

The subscription contract in the case referred to may not have been available 
to Mr. Robbins; but the charter, which is available, in article 7 provides defi- 
nitely for the exact procedure that was followed. Why then assume that the 
subscription contract did not so provide? 
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A serious defect of the author’s method is illustrated by the statement 
immediately preceding that quoted above and by the footnote which appears 
on the same page. The author condemns as utterly absurd the method of 
showing no-par shares at market value and adds a footnote as follows: 

“The Famous Players-Lasky Company in 1921 apparently carried its 
no-par stock at the market price for balance-sheet purposes.” E. E. 
Lincoln, Applied Business Finance (3d ed.), p. 94, footnote 1. 

The author relies here on second-hand evidence. A little investigation has 
shown that when the Famous Players-Lasky Corporation was formed in 1916 
the principal merging interests agreed upon valuations for their properties, 
tangible and intangible, and thereafter agreed to issue stock for the properties 
—one share of stock for each $80 of value. In some cases option was given to 
take either stock or cash or part stock and part cash, always with a value of $80 
a share for the stock. The public did not know that there was to be any such 
stock and the stock market valued it later at about $80, thereby recognizing 
the justness of the estimate by the organizers. 

The net effect in this case was precisely that which would follow from the 
adoption of the author’s dictum that if no-par-value stock is issued wholly or 
in part for goodwill or intangible values those values must be determined and 
set up as a part of the stated value. 

It is possible but improbable that the author could not have obtained all the 
information as to the organization of Famous Players-Lasky Corporation given 
above, but the published accounts suffice to show that the statement made is 
erroneous. Mr. Robbins would be well advised to rely on first-hand evidence, 
or at least verify and, where necessary, correct his authorities. 

In considering evils of no-par stock and comparing them with the conditions 
under which par-value stocks are issued we find on page 137 that ‘“‘it is a uni- 
versal custom to carry par-value shares on the balance-sheet at par regardless 
of the price at which such shares were issued”’ and “ par-value shares are carried 
on the accounts at par for a fundamental reason.” The author might with 
advantage look up, as a prominent example, the published balance-sheet of 
Tobacco Products Corporation. 

The book is one which should be used only with care. While recognizing 
the courage and earnestness of the author I may perhaps conclude this review 
with the comment which Mr. Robbins makes on the essay which won the prize 
offered by the Institute in a competition on the same subject—“‘ It is not alto- 
gether an adequate treatment of the subject.” 

FRANK W. THORNTON. 


THE MATHEMATICS OF BUSINESS, by Wittram V. Lovitt and 
Henry F. Hoitzctaw. D. Appleton and Co., New York. 246 pages. 


The subject matter of The Mathematics of Business is what is variously called 
the mathematics of investment, mathematics of finance, commercial algebra 
or business mathematics. That is, it treats of simple and compound interest 
and discount, annuities and their applications to sinking funds and amortiza- 
tion, depreciation, building and loan associations, bonds and of probability 
and its applications to life annuities and life insurance. In addition, it has 
chapters on logarithms, progressions and computational aids for those who 
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need to review those topics or who have never studied them in their algebra 
courses. The book gives all the standard subject matter, with a little more 
practical discussion than is usual in most college texts on mathematics of 
finance. Itsstudy presupposes a fair working knowledge of elementary algebra, 
although some topics can be read with only a slight algebraical knowledge. 
One year of high-school algebra is stated by the authors to be all that is required 
for reading all the text, although further algebraic study would be very heipful. 

The book seems well written and is well printed and attractive in appearance. 
Exercises are scattered throughout the book and are well selected and of prac- 
tical interest. Answers to most of the exercises are given at the back of the 
book. The discussion of the elementary principles of life annuities and in- 
surance is especially good. The standard interest, annuity and mortality 
tables are printed at the end of the book, but unfortunately the type used for 
the figures in the tables is very small, making continued use of the tables rather 
trying on the eyes. Only a four-place table of logarithms of numbers is given; 
a larger logarithmic table would have been far more useful. A table not found 
in other books on this subject is a table of monthly accumulations, of use in 
problems on building and loan associations. 

Luioyp L. SMAIL. 


THE EXPERTS’ PLAN FOR REPARATION PAYMENTS. Published by 
The Reparation Commission, Paris. For sale in America by A. W. Shaw 
Co., Chicago. 397 pages. 

Although the experts’ plan, more popularly known as the Dawes’ plan, has 
been in operation since the autumn of 1924, the numerous group of reports, 
agreements, decisions, laws and other documents that constitute the plan 
were never brought together until the publication of the present volume. 
While some parts of the plan, such as the reports of the two committees of 
experts, were well known and fairly accessible, other parts were difficult to 
secure and the absence of an index made almost hopeless the task of following 
any particular subject through the maze of documents. A comprehensive 
index is a most commendable feature of the book now at hand. 

The volume is arranged under the following divisions: Part I., The experts’ 
reports; Part II., The London agreements; Part III., The new bank and the 
new currency; Part IV., The new railway company; Part V., The industrial 
charge; Part VI., The external loan, and Part VII., Agreement regarding the 
distribution of the Dawes’ annuities. 

The book is well printed and bound in buckram and will probably be sold 
at a moderate price. Everyone interested in European affairs will find this 


book indispensable. 
X. 
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